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Judicial Review of Treasury 
Regulations 


By J. Harpy PAtTren* 


HE Federal system of taxation consists of 

two parts: the elements that enter into the 

imposition of the tax, and the steps taken for 
its assessment and collection. It is, indeed, cer- 
tain that no tax system is any more effective than 
are the methods available for its enforcement, and 
this is particularly true in the 
Federal field. Consequently, due 
to the vastness of the territory 
which it covers, the complexity of 
the statutes involved and the 
nature of the taxes imposed, the 
problems presented in the ad- 
ministration of Federal taxation 
have generally overshadowed all 
others. While judicial review 
plays an important part today in 
several branches of Federal juris- 
prudence, involving the action of 
administrative officers, there is 
no field in which the scope and 
extent of court review is so un- 
settled as in internal revenue 
taxation. 

Any usurpation of authority or 
misconduct on the part of those 
entrusted with the assessment 
and collection of Federal taxes 
must, of course, eventually be 
borne by the taxpayers. Judicial 


review affords them the most re- J. Harpy PattTen 


liable opportunity for challenging 

action of the administrative officers.1 While the 
legislature imposes taxes and the executive ad- 
ministrates them, the true function of the judiciary 


*Of the Washington, D. C., Bar. 

1The two other methods of administrative control availa- 
ble to the taxpayers are: (1) appeal to a higher administra- 
tive officer in those situations where such an appeal is pos- 
sible, (2) appeal to Congress for relief in the form of legis- 
lation which. may curtail or remove the power of the ad- 
ministrative agency to act in particular cases. 








is to review the action of both. Court review or 
control is, in effect, then, the most dependable safe- 
guard available to the taxpayer against the en- 
croachment of the legislative and executive branches 
of the government. 

It is the purpose of this article to present but one 
phase of the intricacies of court 
control of administrative action 
in Federal Taxation. A complete 
discussion of the subject would 
call for a treatment of the 
methods,? the conditions pre- 
cedent,? and the constitutional 
aspects, as well as the ex- 
tent of review accorded findings 
of fact and administrative orders. 
The study of the whole scheme 
has as its background the ap- 
plication of the basic principles 
of administrative and _ constitu- 
tional law; two phases of taxa- 
tion which are too often neglected 
by the practicing tax lawyer. 


Types of Judicial Review 


Before entering upon a discus- 
sion of the extent of judicial re- 
view of the regulations of the 
Commissioner, and the Secretary, 
we must first understand the 
method of approach developed by 
the courts in examining the vari- 
ous actions of the administrative agency. This 
necessitates a departure from the orthodox method 


2The most important methods by which judicial review 
is obtained are by suits against collectors; suits against 
the United States; mandamus, suits to enjoin the assess- 
ment or collection of taxes; suits by the United States; and 
appeals to the Board of Tax Appeals and the Circuit Court 
of Appeals as provided by the Revenue Act of 1926. 

8These include a compliance with both statutory and non- 
Statutory prerequisites of exhausting all of the administra- 
tive remedies, before seeking judicial relief. 

4These comprise a study of whether administrative pro- 
cedure is in accordance with the constitution, the statutes 
and the Commissioner’s regulations. 
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of presentation and demands a discussion of con- 
clusions at the very outset. 


A study of the historical development of judicial re- 
view of administrative action in internal revenue cases 
reveals the recognition by the courts of two separate 
types. Court review in taxation has always been a mat- 
ter of degree and the important question is, therefore, 
the extent to which the courts will go in reexamin- 
ing the action of the administrative body. A proper 
discussion of this question, in turn, depends largely 
upon the amount of power which Congress has 
delegated to the Commissioner and the Secretary 
of the Treasury. 


Types of Review Described 


The first type of review, which the courts have 
developed, deals wholly with those situations where 
there has been no exercise of discretionary power 
by the administrative officers. This type encom- 
passes the majority of cases. The courts have uni- 
formly extended to those situations a full review. 
By this is meant that the courts have re-examined 
all of the determinations of the Commissioner, and 
clearly satisfied themselves that they were in ac- 
cordance with what the court finds the facts and 
the law to be. In the proper sense of the word, the 
courts have not in fact exercised any review. They 
have reached their own conclusions by a de novo 
examination of the law and the facts, as though the 
Commissioner had never rendered a decision on the 
case. Having arrived at their conclusions independ- 
ently of any findings by the administrative body, 
the courts have then compared their determinations 
with those of the Treasury Department. If the 
two conclusions have agreed, the action of the ad- 
ministrative officials has been upheld. If there has 
been a disagreement, the judicial decision has pre- 
vailed. The courts on review have, then, actually 
substituted their own opinion for that of the admin- 
istrative agency. This type of review may be prop- 
erly referred to hereafter as “substitute opinion re- 
view.” 

The second type of review covers only those 
cases where the statute has expressly, or impliedly, 
vested in the Treasury officials the ultimate de- 
cision of specific matters of taxation. Whether or 
not the statute conveys such a power, and at the 
same time is constitutional, is a preliminary ques- 
tion for the courts to decide. If the courts find that 
Congress, realizing its inability to cope with every 
situation which might arise under the revenue acts, 
left certain matters to the sound judgment of the 
Commissioner, or the Secretary, then findings there- 
on have not been the subject of a full review. The 
courts have, however, examined such determina- 
tions, to ascertain whether the action of the Treas- 
ury officials has been arbitrary, fraudulent or un- 
reasonable. In doing so, the courts have not, as 
they have in the first type of review, independently 
examined the law and the facts, but have restricted 
their review to the actual findings of the Commis- 
sioner. In other words, the courts have merely 
controlled the action of the administrative agency. 
This type of review, therefore, will be denominated 
“control review.” 
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It has been suggested that a situation might arise 
where no review, neither “substitute opinion,” nor 
“control,” would be extended to the administrative 
action. Such a doctrine has not as yet received 
recognition by the courts in internal revenue cases. 
However, the Supreme Court has held that the 
Court of Claims was without jurisdiction to review 
for any purposes the action of an accounting offi- 
cer of the Treasury in denying a claim of an army 
officer for property lost in military service. It is 
not difficult to understand the attitude of the court 
in rendering the decision when it is discovered that 
the statute which delegated the power to the admin- 
istrative officers provided “that any claim, which 
shall be presented and acted on under authority of 
this act, shall be held as finally determined, and 
shall never thereafter be reopened or considered.”® 
Revenue statutes do not as a rule carry such strong 
language, as indicative of administrative finality. 
Nor have the courts attempted, by strained con- 
structions, to find such an absolute statutory au- 
thority. The single exceptional case was that of 
Cohen v. Edwards, which involved the review of a 
determination by the Commissioner that the tax- 
payer was a manufacturer of adulterated butter. 
The statute’ provided that the Commissioner’s “de- 
cision in matters of taxation under this act shall be 
final.” The court, even in view of the clear lan- 
guage of the statute, extended its jurisdiction to the 
case, and “controlled” the action of the Commis- 
sioner. 

It has been advanced by some that a court would 
be justified in refusing to accord either type of re- 
view to a finding by the Commissioner that jeopardy 
in fact existed. While the proposition has never 
been squarely presented to a court, the Board of 
Tax Appeals refused to inquire into such a deter- 
mination, but did, however, suggest that it was the 
proper function of a court to review the Commis- 
sioner’s finding that jeopardy existed for the single 
purpose of determining whether or not “arbitrary 
or oppressive” action was exercised.® The statute?’ 
authorizes the Commissioner to levy a jeopardy as- 
sessment whenever he believes that collection of a tax 
will be jeopardized by delay. In spite of the opin- 
ion of the Board that the action of the administra- 
tive officer would be subject to the “control” of the 
courts, it might successfully be argued that the 
review of the courts would be limited merely to a 
finding as to whether the Commissioner did or did 
not actually “believe.” Consequently, if the court 
found that the Commissioner did in fact “believe” 
jeopardy existed, it would be powerless to inquire 
into the reasonableness, or arbitrariness of the ad- 

5(1855) 23 Stat. 350; U. S. v. Babcock, (1919) 250 U. S. 328. 

6(S. D. N. Y¥. 1919) 256 Fed. 964. 

7(1886) 24 Stat. 212, Chapter 840, Section 14. 

8Revenue Act of 1926, Section 279 (a) “If the Commis- 
sioner believes that the assessment or collection of a defi- 
ciency will be jeopardized by delay, he shall immediately 
assess such deficiency (together with all interest, additional 
amounts, or additions to the tax provided by law) and no- 


tice and demand shall be made by the collector for the 
payment thereof.” 


9Appeal of California Associated Raisin Co. (1925) 1 B. 
T. A. 1251. In speaking of the determination by the Com- 
missioner that jeopardy in fact existed, the Board said: 
“If he so exercised this power as to be arbitrary and 
oppressive the remedy lies with the courts, as it does with 
any official abuse of power or discretion.” See also Appeal 
of Clois L. Greene (1925) 2 B. T. A. 148. 

Revenue Act of 1926, Section 279 (a). 
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ministrative action. This situation presents the 
only possibility where a case might arise in which 
neither type of review would be extended to the 
Commissioner’s decision. 


General Classification of Regulations with Regard 
to Judicial Review 


The Supreme Court has never held unconstitu- 
tional any delegation of power to issue regulations. 
As long as Congress, in delegating legislative 
power to an executive or administrative agency, 
finds an adequate necessity for the delegation and 
prescribes a “standard” or “rules of decision,” it is 
not unconstitutional as a pure “delegation of legis- 
lative power.”* The vital problem before the courts, 
in reviewing the regulations of the Treasury Depart- 
ment, is not whether there has been a valid delegation 
of power, but, more properly, it is one involving the 
extent of court control in restricting the action of the 
administrative officers within the limits of the powers 
delegated to them. A proper solution of this problem, 
in turn, depends upon a determination by the courts 
of the extent of the power vested by the statute in the 
administrative agency. 


A regulation, generally speaking, may be defined as 
a ruling of general application upon a section or sec- 
tions of a revenue statute, which is issued under stat- 
utory authority by either the Secretary of the Treasury 
or the Commissioner of Internal Revenue.’* Regula- 
tions are to be distinguished from orders, which are 
rulings upon specific cases by the Commissioner and his 
subordinates.'** The important difference between the 
two lies in their application ; regulations affect an entire 
class of taxpayers, while orders deal only with one tax- 
payer or a particular group of a class of taxpayers. 


Because of the rising importance of regulations, and 
the increasing vastness of their number, it would be 
futile, if not impossible, to attempt a coherent discus- 
sion of judicial review of this type of administrative 
action without resorting to some manner of classifica- 
tion. Accordingly, regulations may be denominated 
interpretative, or those which aim to interpret the 
meaning of a substantive provision of a revenue stat- 
ute ; administrative, or those which deal wholly with the 
supervision of the administrative officers under the 
control of the Commissioner in the assessment and 
collection of taxes; and legislative, or those which are 
issued under the exercise of a power which Congress 
has specifically vested in the administrative agency. 
Legislative regulations are, in turn, treated as proce- 


11This has been the holding of the decisions from Buttfield 
v. Stranahan (1904, 192 U. S. 470, 473) to the decision by 
ya Taft in Mahler v. Eby (1924, 44 Sup. Ct. Rep. 

). 

12As a matter of practice the Commissioner, or his subor- 
dinates, draft all regulations; even in those cases where 
the statute vests the authority in the Secretary alone. In 
the latter situation, of course, the regulation is always ap- 
proved by the Secretary. Inasmuch as all regulations are 
incorporated in Treasury Decisions, they do receive the 
official sanction of the Secretary of the Treasury. 

13The cover of any Internal Revenue Bulletin in referring 
to the orders contained therein, reads: “The rulings re- 
ported in the Internal Revenue Bulletin are for the infor- 
mation of taxpayers and their counsel as showing the trend 
of official opinion in the administration of the Bureau of 
Internal Revenue; the rulings other than Treasury Deci- 
sions have none of the force or effect of Treasury Decisions 
and do not commit the Department to any interpretation 
of the law which has not been formally approved and pro- 
mulgated by the Secretary of the Treasury. Each ruling 
embodies the administrative application of the law and 
Treasury Decisions to the entire state of facts upon which 
a particular case rests.” 
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dural or non-procedural; the former as addressed to 
the administration of the law, while the latter interpret 
and supplement the law. 

The true distinction between these three types of 
regulations, however, rests entirely upon the amount of 
power which Congress has placed in the hands of the 
administrative officers. To best explain this distinc- 
tion, let us assume the existence of the three following 
types of statutes in the Revenue Act of 1926: 

Number 1 

There shall be levied an annual tax of $1,000, in the 

case of every person carrying on the business of a 


14 
sala Number 2 

There shall be levied an annual tax of $1,000, in the 
case of every person carrying on the business of a 
brewer, such tax to be paid in installments as the Com- 
missioner shall by regulation prescribe. 

Number 3 

There shall be levied an annual tax of $1,000, in the 
case of every person carrying on the business of a 
brewer, the Commissioner to prescribe by regulation 
what constitutes the carrying on the bysiness of a 
brewer within the meaning of this section. 

Under the blanket authority of Section 1101 of the 
Revenue Act of 1926, stating that “the Commissioner, 
with the approval of the Secretary, shall prescribe and 
publish all needful rules and regulations for the enforce- 
ment of this Act,” the Commissioner is empowered to 
issue an interpretative regulation to construe the mean- 
ing of sections of the entire act. Thus, under example 
one, the Commissioner could define a brewer and state 
what was meant by the term “carrying on the business 
of a brewer.” In doing so, however, he would merely 
be construing ‘and interpreting the meaning of the 
section. 

The second illustration affords us an example of the 
power to issue a legislative procedural regulation. Con- 
gress has gone farther than in the first case, and has 
expressly stated that the Commissioner is to determine 
the procedure to be followed by the taxpayer in paying 
the tax. There is no mistake as to the extent of the 
power granted, as the section itself specifically autho- 
rizes, and sets forth the purpose for the Commissioner 
to issue the regulation. 

Referring now to the third illustration, we find that 
the legislature. has vested the Commissioner with the 
power to supplement the section by stating, according 
to his own sound judgment, what constitutes “carry- 
ing on the business of a brewer.” Such a regulation 
would typify what we have designated as a legislative 
non-procedural; it would be issued in the exercise of 
a power granted by the particular section of the statute 
the regulation aims to supplement and would not con- 
cern itself with a matter of procedure. 

If the Commissioner directed a regulation to Internal 
Revenue Collectors to the effect that all information 
secured in collecting the tax from brewers should not 
be published, then we would have an example of an 
administrative regulation. The power to promulgate 
this type of regulation is, however, provided for in 
Sections 161 and 3215 of the Revised Statutes, which 
authorizes the Secretary to prescribe regulations for the 
government of his department. 


14See Section 701, Revenue Act of 1926. 
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Interpretative Regulations 


Interpretative regulations comprise the largest and 
commonest variety. Their primary purpose is to serve 
as a guide to the vast number of employees within the 
Treasury Department, both in Washington and in the 
field. Still, they are, to a large extent, relied upon by 
taxpayers in determining their tax liability. Regula- 
tions 69 of the Income Tax Act of 1926, is composed 
almost altogether of interpretative regulations. They, 
as their name implies, define, construe and interpret, 
and unlike legislative regulations they are never issued 
in the exercise of a delegated discretionary power. 


The general authority vested in the Commissioner 
to promulgate interpretative regulations may be traced 
back to the Act of July 1, 1862,'* which created the 
office of the Commissioner of Internal Revenue and 
defined his powers. The specific section of that act 
authorizing the Commissioner to prepare regulations 
was later incorporated in Section 321 of the Revised 
Statutes.** Additional authority may be found in Sec- 
tions 251'? and 34477 of the Revised Statutes. Section 
1101 of the Revenue Act of 1926 also provides ample 
authority for the issuance of interpretative regulations. 
That section reads as follows: 

“The Commissioner, with the approval of the Secretary, 
shall prescribe and publish all needful rules and regulations 
for the enforcement of this act.”19 

It is well to note that the authority here set forth is 
general in its character, covering all types of taxes 


and not restricted to any particular sections of any 
specific statute. 


It was not until 1913 that interpretative regulations 
began to take on the importance in the administration 
of taxation that is attributed to them today. With the 
enactment of the war time tax measures, during the 
period from 1914 to 1919, and with the increasing com- 
plexity of the statutes, interpretative regulations be- 
came an integral part of our tax system. Today Regu- 
lations 69, alone, contains over three hundred pages of 
rulings. It is of little wonder that judicial review of 
administrative rulings has attained the significance 
which is now attached to it when we stop to consider 
that almost all taxpayers are affected, directly or in- 
directly, by the Commissioner’s regulations. 

It is now well settled that interpretative regulations, 
while entitled to the highest respect and consideration, 
are not binding on the courts.2° Some courts have held 
that they “rise to no higher dignity than an expression 





1512 Stat. 432. 

16Revised Statutes, Section 321, reads in part: ‘‘The Com- 
missioner of Internal Revenue, under the direction of the 
Secretary of the Treasury, shall have general superintend- 
ence of the assessment and collection of all duties and taxes 
now or hereafter imposed by any law providing internal 


na and shall prepare and distribute all . regula- 
_.. ae, 
17*The Secretary of the Treasury shall prescribe 


yar rules and regulations not inconsistent with law, to 
be used under and in the execution and enforcement o 
the various provisions of the internal revenue laws .. .” 
For a discussion of this section see Lynch v. Tilden (1924, 
265 U. S. 315). 

18In speaking of the Commissioner’s power, the second 
sentence of this section says: “. . . He may make all 
such regulations, not otherwise provided for, as may have 
become necessary by reason of any alteration of law in 
relation to internal revenue.” 

19For like provisions see Section 1001, Revenue Act of 
1924; Section 1303, Revenue Ac*+ of 1921; and Section 1309, 
Revenue Act of 1918. 

20U. S. v. Hurst (D. Wyoming 1924) 2 Fed. (2nd) 73; Ed- 
wards v. Keith (BE. D. N. Y. 1915) 224 Fed. 585; Cryan v. 
Wardell (N. D. Calif. 1920) 263 Fed. 248. ' 
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of opinion.”** Others have attributed to them the 
force and effect of law.?* Regardless of the language 
used by the courts in referring to interpretative regula- 
tions, they have always been the subject of both types 


of judicial review, and have never been considered as 
controlling.?* 


It is elementary that, if a regulation amends, alters 
or extends the statute, it would be void as a usurpation 
of power, as Congress only intended that the Commis- 
sioner should interpret, and not add to or detract from 
the statute.** Perhaps the best example of this doctrine 
is contained in an opinion of the Supreme Court in 
the case of Lynch v. Tilden.?> There the statute defined 
adulterated butter and levied a tax thereon.2® The 
Commissioner promulgated an interpretative regulation, 
in which he attempted to substitute his own definition 
of adulterated butter for that set forth in the statute. 
Justice Holmes, speaking for the court, said: 

“Section 251 of the Revised Statutes confers upon the 
Secretary of the Treasury authority to make certain rules 
and regulations, but it grants no power to the Commissioner 
of Internal Revenue alone. To make any regulation by him 
on the subject effective, it must be approved by the Secre- 
tary, in which event it really becomes a regulation of the 
latter. Moreover, the rules and regulations authorized by 
Section 251 are required to be ‘not inconsistent with law.’ 
The regulation prescribes a standard which Congress has 
not authorized the Commissioner or the Secretary to fix. 
It sets up a definition of adulterated butter which conflicts 
with that contained in the act. The two cannot be read in 
harmony. If given effect, the regulation would eliminate 
from the definition of adulterated butter the conditions 
specified in the Act and strike out words and phrases and 
substitute others for them. In effect, it would depart from 
and put aside the statutory definition.’ 27 

The Circuit Court of Appeals for the Second Cir- 
cuit*® in reviewing a regulation interpreting the 1913 
Income Tax?® to the effect that taxpayers should make 
returns on all unpaid accounts, charges for services 
and contingent income due for 1913, if good and col- 
lectible, but not actually received, said: 


“But no instruction of the Treasury Department can en- 
large the scope of this statute so as to impose the income 
tax upon unpaid charges for services rendered and which, 
for aught any one can tell, may never be paid * * *. But 
it matters little what it (the regulations) does mean; the 
statute and the statute alone determines what is income to 
be taxed. It taxes only income ‘derived’ from any different 
specified sources; one does not ‘derive income’ by render- 
ing services and charging for them.’’30 

(Continued on page 393) 


2iDouglas v. Edwards (C. C. A. 2nd Cir. 1924) 298 Fed. 
229; Monroe Cider Vinegar & Fruit Co. v. Riordan (C. C. A. 
2nd Cir. 1922) 280 Fed. 624. 

22The Supreme Court, it would seem, has put to rest such 
a contention in the late case of Iselin v. U. S. (1926, 46 Sup. 
Ct. Rep. 248), where, in speaking of an interpretative regu- 
lation, it said: “Such department construction cannot be 
given the force and effect of law.” 

23Lynch v. Tilden (1924) 265 U. S. 315; Goldfield Consoli- 
dated Mines v. Scott (1918) 247 U. S. 126; Shwab v. Doyle 
(1922) 258 U. S. 529; Langstaff v. Lucas (W. D. Ky. 1925) 9 
Fed. (2nd) 691. 

24Greenport Basin Co. v. U. S. (E. D. N. Y. 1920) 269 Fed. 
58; U.S. v. Christine Oil & Gas Co. (W. D. La. 1920) 269 Fed. 
458; U. S. v. Field (1921) 255 U. S. 257; Pitney v. Duffy (D. 
N. J. 1923) 291 Fed. 621. 

25(1924) 265 U. S. 315. 

26Act of May 2, 1902, c. 784, Section 4, 32 Stat. 193. 

27As early as 1877 the Supreme Court, in the case of U. S. 
v. 200 Barrels of Whiskey, (95 U. S. 571) in reviewing the 
effect of an interpretative regulation of the Commissioner, 
said: “The regulation of a department cannot have the 
effect of amending the law. They may aid in carrying the 
law as it exists into execution but they cannot change its 
err” See also Morrill v. Jones (1882) 106 


28Keith v. Edwards (C, C. A. 2nd Cir. 1916) 231 Fed. 110. 

29Division B of Section II. 

80For similar holdings see Central Ry. Co. of N. Y. v. 
Duffy (C. C. A. 3rd Cir. 1923) 289 Fed. 354; Smietanka v. 
First Trust & Sav. Bk. (1922) 257 U.S. 602. 
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Important Changes in Treasury 
Department Regulations 


By HERMAN T. REILING* 


HE delay of eight months after the pasasge of the 

Revenue Act of 1926 in publication of the Treas- 

ury Department regulations led many taxpayers 
to anticipate a thorough-going revision of the Depart- 
ment’s views on questions covered in the prior regula- 
tions. However, examination discloses that the ma- 
jority of the changes are in substance a repetition of 
the new provisions of the statute. 

This discussion will be devoted primarily to those 
changes in regulations which are more than a para- 
phrase of statutory innovations, with 
the exception of those governing 
installment sales, a resumé of which 
were published in the September 
issue of this magazine. 

There has been considerable in- 
terest as to the manner in which 
regulations would apply the new 
provision in the Act of 1926 which 
treats the cancellation or redemp- 
tion of stock other than a stock 
dividend in the same manner as the 
cancellation or redemption of a stock 
dividend, where the cancellation or 
redemption is made at such time and 
in such manner as to make the dis- 
tribution and cancellation or re- 
demption in whole or in part essen- 
tially equivalent to the distribution 
of a taxable dividend. The ques- 
tion whether a distribution in con- 
nection with a cancellation or re- 
demption of stock is essentially 
equivalent to the distribution of a 
taxable dividend depends, accord- 
ing to regulations, upon the cir- 
cumstances of each case. It is 
stated: 

“A bona fide distribution, however, in complete cancella- 
tion or redemption of all of the stock of a corporation, or 
one of a series of bona fide distributions in complete can- 
cellation or redemption of all of the stock of a corporation, 
is not essentially equivalent to the distribution of a taxable 
dividend. Where a distribution is made pursuant to a cor- 
porate resolution reciting that the distribution is made in 
liquidation of the corporation, and the corporation is com- 
pletely liquidated and dissolved within one year after the 
distribution, the distribution will not be considered essen- 
tially equivalent to the distribution of a taxable dividend; in 
all other cases the facts and circumstances should be re- 
ported to the Commissioner for his determination whether 
or not the distribution, or any part thereof, is essentially 
equivalent to the distribution of a taxable dividend.” 

The changes which have been made by the various 
revenue acts in regard to the manner of taxing liquida- 
tion distributions have kept the taxpayer in a quandary 
as to how such distributions would be taxed under later 
acts. In addition to the perplexity of such a situation, 
there is now added the uncertainty as to how the dis- 
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tributions will be taxed under a statute which is already 
in existence. It is conceivable that under the above 
regulation, the taxpayer may be subjected to many 
unnecessary burdens. The taxpayer has no assurance 
as to how the partial liquidation distributions he has 
received will be taxed until the statute of limitations has 
barred the Government from further inquiry. 

While a new provision in the Act of 1926 allows 
depletion in the case of oil and gas wells to be based 
upon the income from the property, and hence removes 
the difficulties in determining dis- 
covery value of the property, yet this 
provision will not simplify the ac- 
counting of a corporation taxpayer. 
In such instances, the amount by 
which a corporation’s depletion al- 
lowance for any taxable year based 
upon the income from the property 
exceeds depletion allowance based 
on cost or value, constitutes a part 
of a corporation’s earnings or prof- 
its accumulated after February 28, 
1913. Hence, a distribution of such 
amount to the stockholders is tax- 
able to them as a dividend, and the 
corporation should keep the records 
necessary for advising the stock- 
holders as to how much of the dis- 
tribution is taxable to them as a 
dividend. 

In determining the gain or loss 
upon the sale of property, the new 
regulations require the taxpayer to 
make adjustment for depreciation, 
obsolescence, amortization, and de- 
pletion which, since the acquisition 
of the property, have been “allow- 
able” in respect of such property, 
whether or not such deductions were claimed by the 
taxpayer or formerly allowed. This is in accord with 
a change made in the law, the prior law and regulations 
requiring adjustment only with respect to such items 
as had been previously allowed as deductions with re- 
spect to the property. In addition, if the property was 
acquired before March 1, 1913, and the basis for gain 
or loss is other than the fair market value of March 1, 
1913, the basis must be diminished by the amount of 
depreciation and depletion “actually sustained” before 
that date. 

Regulations 69 incorporate the rule in Regulations 
65, under which it was held that, if property is ex- 
changed for other property and no gain or loss is recog- 
nized and if the total period during which the original 
property and the property received in exchange held 
by the taxpayer is more than two years, the property 
received in exchange is considered to be capital assets. 
This rule is given express statutory approval in the 
Act of 1926. The same rule is applied by regulations 
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in the case of property received upon a partially exempt 
exchange. 

Also the two-year period for the purposes of the 
capital net gain and loss provisions is interpreted as 
including the period for which the property was held 
by the preceding owner where the taxpayer sells prop- 
erty which has the same basis for gain or loss in whole 
or in part as it would have in the hands of a preceding 
owner. Further, in determining the period for which 
the taxpayer has held stock or securities received in con- 
nection with a reorganization where no gain is recog- 
nized to the distributee, there is to be included the 
period for which he held the stock or securities in the 
distributing corporation prior to the receipt of the 
stock or securities by distribution. These changes in 
the regulations are made to conform with new pro- 
visions enacted in the Act of 1926. 


Change Governing Sale of Stock Rights 


One change in the regulations which is not the con- 
sequence of changes made in the Revenue Act, enacted 
February 26, 1926, nor the result of a court, or Board 
decision, is that in regard to the method prescribed in 
computing the gain or loss upon a sale of rights to 
subscribe to stock, upon a sale of the old stock with 
respect to which the rights were issued, and upon a 
sale of the new shares of stock obtained by the exer- 
cise of the rights. 

The regulations now provide that if the shareholder 
does not exercise, but sells, his right to subscribe, the 
cost or other basis of the stock with respect to which 
the right \is issued is to be apportioned between the 
right and the stock in proportion to the respective 
values thereof at the time the right is issued, and the 
basis for determining gain or loss from the sale of 
the right or a share of stock is the proportionate part 
of the cost or other basis of the old stock which is 
allocated to the right and the stock. If the shareholder 
exercises his right to subscribe, the basis for gain or 
loss from a subsequent sale of the old share of stock 
with respect to which the right was issued is deter- 
mined as in the manner just stated. The basis for 
determining gain or loss from a subsequent sale of a 
share of the stock obtained through exercising the 
right is the part of the cost or other basis of the old 
share assigned to the right in the manner above stated 
plus the subscription price of the new share. 

Apparently this new provision will apply to the year 
1925 as well as 1926. Due to the prosperity of many 
companies and the enhancement in value of their stock 
during these years, there have been many instances of 
the rights to subscribe for stock, and hence many tax- 
payers who filed their returns in accordance with the 
prior regulations will be required to correct such re- 
turns. Also, many taxpayers are raising the question 
as to whether the new rule should be applied to years 
prior to 1925. The statute provides that a regulation 
reversing a prior regulation can be applied without 
retroactive effect except where the subsequent regula- 
tion is immediately occasioned or required by a decision 
of a court of competent jurisdiction. However, this 
provision as to the discretion of the Commissioner in 
applying a regulation without retroactive effect, does 
not dispose of the question as to which of the two 
methods is the correct one. As a result of this change, 
it is conceivable that action might be instituted by some 


THE NATIONAL INCOME TAX MAGAZINE 





November, 1926 


taxpayers to test the validity of the new Regulations 
and by others to test the validity of the prior regula- 
tions. It is interesting to note that in the case of Miles 
v. Safe Deposit and Trust Company, 259 U. S. 247, the 
District Court used the same method as contained in 
Regulations 65. It may be urged that the correctness of 
the method used by the District Court was not before 
the Supreme Court, it being the Government’s conten- 
tion that the entire selling price of the right was tax- 
able. However, in this connection note the language 
of the Supreme Court: 

“There is but one assignment of error, based upon a single 
exception, which denied that plaintiff was entitled to recover 
anything whatever; hence, the correctness of the particular 
recovery warranted is not in form raised; but the trial judge, 
having the complete facts before him, almost of necessity, 
passed upon them in their entirety in order to determine, 
according to truth and substance, how much of what plain- 
tiff received was, and how much was not, income in the 
proper sense; * * * and in order to review the judgment, 
it will be proper for us to analyze the reasoning upon which 
it was based.” In concluding, the Court stated: “Upon the 
whole we are satisfied that the method adopted by the dis- 
trict court led to a correct result.” 

At times, because of the. procedure of the Depart- 
ment in the past, the absence of a provision in the regu- 
lations is significant. There is one such instance in the 
new regulations relating to the method of reporting 
income by the lessor where the improvements are made 
by the lessee. Where improvements are made by a 
lessee in pursuance of an agreement with the lessor, 
and such improvements are not subject to removal by 
the lessee, the lessor may, under one method, report as 
income at the time when the improvements are com- 
pleted the fair market value of the improvements sub- 
ject to the lease. The prior regulations provided for 
determining the fair market value of the improvements 
subject to the lease by deducting the difference between 
the value of the land free from the lease without such 
improvements and the value of the land subject to the 
lease with such improvements. This method was sub- 
ject to objection in that it would in all cases give a 
result including the addition to or reduction in the 
value of the land because of other features of the lease. 
The new regulations do not contain this provision, or 
any other provision, with respect to the method of 
finding the value of the improvements subject to the 
lease, and hence the taxpayer may with a greater possi- 
bility of success contend for what seems to be the more 
correct method. 


In revising the regulations, apparently no particular 
attempt was made to incorporate the many views of 
the Board of Tax Appeals, which are contra to the 
position taken by the Department in the past, but which 
have been acquiesced in by the Commissioner. How- 
ever, those provisions of the regulations which were 
inconsistent with the views of the Board as acquiesced 
in by the Commissioner have been changed. For ex- 
ample, there is omitted from the article on depreciation 
of drawings and models, the provision that the tax- 
payer may at his option deduct the expenses for designs, 
drawings, patterns, models, or work of an experimental 
nature calculated to result in improvement of his 
facilities or his products, or treat such articles as 
capital assets to the extent of the amount so ex- 
pended. Such expenditures are to be treated as 
capital expenditures. This is in accord with a de- 
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cision of the Board in Appeal of Gilliam Mfg. Co., 1 
B. T. A. 967, holding that the taxpayer has no such 
option, which decision has been acquiesced in by 
the Commissioner. Following the same rule, Regu- 
lations 69, relating to depreciation of patents or copy- 
rights, also omit the reference to deducting the cost 
of patents or copyrights as current expense. 

The new regulations do not contain the prior pro- 
vision that after a mine has reached the producing stage 
the expense for extraordinary development which 
increase the ore reserves or the rate of production or 
which will decrease the future cost of ore production 
may be charged to capital account as prepaid operating 
expense and deducted as an operating cost in the years 
to which it is applicable. Apparently such expenditures 
are to be treated in all cases as capital expenditures 
recoverable through depreciation deductions rather than 
by deductions as operating cost. 


In the case of mines it is also provided that all 
expenditures for plant and equipment shall be charged 
to capital account recoverable through depreciation. 
There is no provision such as that in the prior regula- 
tions, that after the mine has reached the development 
stage the cost of minor items of equipment and plant, 
necessary to maintaining the normal output, may be 
charged to expense of operation. This change, as you 
will recognize, is in accord with the decision by the 
Board of Tax Appeals in the Appeal of Union Col- 
lieries Co. 

However, the above views of the Board of Tax 
Appeals do not appear to be consistently applied. In 
connection with charges to capital and to expense in 
the case of oil and gas wells, the regulations still allow 
the option of deducting incidental expenses in connec- 
tion with the exploration and development of the 
property, or of charging such items to the capital 
account. Also, the option of charging to capital account 
or deducting as an expense the cost of drilling non- 
productive wells is still allowed. These options appear 
to be somewhat inconsistent with the decision by the 
Board of Tax Appeals in the Appeal of Gilliam Mfg. 
Co. (above), holding that the true nature of an item, 
whether an expense or a capital expenditure must be 
determined and followed without an option on the part 
of the taxpayer. 


Treatment of Bad Debts 


The method of treating bad debts is changed by the 
omission of a former provision to the effect that where 
a reserve account is maintained, debts ascertained 
during the taxable year to be worthless in whole or in 
part if such debts were outstanding at December 31, 
1920, or (if the taxpayer properly changed to the 
reserve method) prior to the taxable year in which 
the change of method takes place, should be charged 
against the reserve and may be deducted from income. 
This omission is also a reflection of the views of the 
Board of Tax Appeals. In the Appeal of Transatlantic 
Clock and Watch Co., the Board held that a taxpayer 
changing from the basis of claiming as a deduction from 
gross income debts actually ascertained to be worthless 
to the deduction of a reasonable addition for a reserve 
for bad debts may not deduct both the debts ascertained 
to be worthless during the year and the reserve set up 
for bad debts at the close of the year. Apparently the 
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procedure for the taxpayer to follow is to claim a 
larger addition to the reserve, which will at least to 
some extent offset the disadvantage arising in the year 
of the change to the reserve method. 


The new administrative provisions are largely in re- 
gard to the procedure under the Act of 1926 with 
respect to deficiencies in tax, the procedure before the 
Board of Tax Appeals, and the right to have the 
Board’s decisions reviewed by the courts. Since the 
Board has no connection with the Bureau of Internal 
Revenue, the regulations of the Treasury Department 
cannot contain much further explanation of the new 
procedure than may be found in the Act itself. The 
procedure with respect to appeals and hearings before 
the Treasury Department is in general the same as in 
the prior regulations. However a few changes should 
be mentioned. 


Although Regulation 65 under the Act of 1924 con- 
tained provisions in regard to the filing of claims for 
credit, the Department in Mim. 3279, February 6, 1925, 
announced that taxpayers would not be permitted to 
stay the collection of income taxes assessed after June 2, 
1924, by the filing of a claim for credit. This incon- 
sistency between the regulations and the rule actually 
applied by the Department is removed by the omission 
from the new regulations of the provisions relating to 
the filing of claims for credit. Hence, though the tax- 
payer may, prior to the payment of the entire amount 
shown as the tax on his return, discover that he has 
overstated his income, he may be compelled to pay the 
entire amount of tax as shown on his return, unless 
an audit of his return and an adjustment in the amount 
of tax is made prior to the date for paying the fourth 
installment’ of the tax. 


Many taxpayers are dissatisfied with the Depart- 
ment’s interpretation of Section 1116 of the Act ot 
1926, with respect to the allowance of interest on 
credits. The statute provides that in the case of a 
credit, interest runs to the “due date of the amount 
against which the’ credit is taken, but if the amount 
against which the credit is taken is an additional assess- 
ment made under the Revenue Act of 1921, the Revenue 
Act of 1924, or this Act, then to the date of assessment 
of that amount.” It is contended by some taxpayers 
that the words used in this Section do not’ accomplish 
the purpose intended by Congress and that an assess- 
ment is “made” under the Act of 1921, if made while 
that Act was in effect, even though the additional 
assessment is for a year prior to the passage of the Act 
of 1921. The same is contended to be true with respect 
to whether an assessment is made under the Act of 
1924 or the Act of 1926. As is shown by the Senate 
Report on tne Act of 1926, Congress intended that 
interest in the case of a credit should run to the date 
of the additional assessment of the amount against 
which the credit is taken only where the credit is taken 
aguinst an additional assessment of taxes imposed by 
the Acts of 1921, 1924 or 1926. If Congress has not 
used words to accomplish this purpose, then tax- 
payers will be allowed interest in some cases on the 
amount of a credit applied against an additional 
assessment which bears no interest. It was this 
situation which Congress intended to correct. The 
(Continued on page 400) 





Exempt Corporations Under the 
Federal Income Tax Laws 





By Frep D. BULLOcK* 


ISTEN in at a gathering of business men, of 
$ property owners, of governmental officials, or 

of the common every-day members of society 
who ultimately are supposed to foot all the bills, 
and it won’t be long until you hear the conversation 
turn to taxes or to cost of government. 

Read the newspaper notices of addresses delivered 
at public meetings, note the titles of articles appear- 
ing in magazines or newspapers, look over the shelves 
of bookshops and libraries and you will be surprised 
how often taxation or cost of government are the 
themes discussed. 

Why all this popular discussion 
of such dry and ordinarily uninter- 
esting subjects? Speakers and 
writers alike attempt to supply 
what will meet with the acclama- 
tion of their auditors so we must 
assume that the reading and list- 
ening public has more than a passing 
interest in these matters. We must 
then look further and inquire into 
the state of mind of the average 
American citizen. What do we find? 
Simply this—that practically every 
man and woman finds that it takes 
an increasingly large income to meet 
the financial demands made upon 
him or her, and that of all the ex- 
penditures he or she must make the 
one which is most irksome is the one 
whose value is least realized — and 
that is—taxes. 

Without entering into a discus- 
sion of the benefits which taxes pur- 
chase or as to the justification for 
the rapidly rising cost of govern- 
ment (and cost of government de- 
termines the size of the tax bill) let us make our con- 
nection with the subject of this article. 

Students of economics are unanimous in the conclu- 
sion that one of the most poignant causes of the in- 
creasing and illy distributed tax burden is “exemptions.” 
By this we mean the practice of exempting or relieving 
certain individuals or institutions from the burdens of 
taxation which the ordinary individual and the ordinary 
institution is required to pay. From practically every 
state in the Union the cry is heard that equality must 
prevail and that every taxpayer shall bear an equitable 
portion of the load. 

The character of the tax exemptions granted by our 
several states and the manner in which they are abused 
we cannot stop to discuss here, except to say that they 
consist of such classes of property as churches, private 
schools, growing crops, property of soldiers and sailors, 
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cemeteries, first mortgages on land, bonds or notes of 
certain types, etc., etc. 

Keeping in mind that most, if not all, of our states 
have their own pet tax exemptions, let us turn to our 
Federal income tax laws and see what they have granted 
in the way of tax exemptions. We are all familiar with 
the exemptions granted to individuals in the form of 
interest on Liberty bonds. etc., so we will not stop to 
consider that phase of the subject, but will proceed 
to the consideration of the privileges granted to organ- 
izations or corporations as set forth in Section 231 of 
the Revenue Act of 1926 and in prior laws. 


Character of an Income Tax 


Before proceeding to a discus- 
sion of the various exemptions, 
perhaps it will clarify our thought 
if we briefly consider what kind 
of a tax an income tax is and what 
it really covers, as indicated by 
decisions of the Federal courts. 

“The income tax imposed by the Act 
of 1865 was not direct but an excise or 
re ™ Springer v. U. S. (1881) 102 U. 
S. 586. 


“It was not the intent of the framers 
of the constitution that a tax should be 
considered direct which could not be ap- 
portioned equitably. The income tax 
imposed by Sec. 120 as amended, Act of 
1866, could not be apportioned equitably 
therefore, it was not a direct tax but a 
duty or excise.” Pacific Ins. Co. v. Soule 
(1869) 7 Wall 433. 

“The tax imposed by Sec. 38, Act of 
1909, was not a direct tax on the fran- 
chise or the property of the corpo- 
ration but an excise tax on the privilege 
of doing business in a corporate capac- 
ity.” Flint v. Stone Tracy (1911) 220 
U. S. 107. 

The estate tax acts of 1916 and 
1917 imposed an excise or duty and not a direct tax. 
The tax levied was on the privilege of transmitting 
property at death. 


Constitutionality of Tax Exemptions 


The right of Congress to grant tax exemptions to 
certain classes of companies has been carried to the 
Federal courts in several instances, the claim being 
made that the word “uniform” as used in Art. Il, 
Sec. 8, Cl. 1 of the Constitution prohibited such dis- 
crimination. In this connection the courts have 
legalized the practice in the following decisions: 

“The uniformity required by the Federal constitution in 
the laying of excise taxes is a geographical uniformity.”— 
Flint v. Stone Tracy Co. (1911), 220 U. S. 107. 

“The uniformity required by Sec. 8, Art. 1, of the Fed- 
eral constitution is a geographical uniformity.”—LaBelle 
Iron Works v. U. S. (1921), 256 U. S. 377. 

“The uniformity required by the constitution is a geo- 
graphical uniformity hence the exemption of a part or all 
of the income of certain designated persons, classes, and 
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corporations, did not render the Act of 1913 unconstitu- 
tional.”—Brushaber v. U. P. R. R. Co. (1916), 240 U. S. 1. 

“The tax imposed by Sec. 38, Act of 1909, which differ- 
entiated between certain classes of corporations and indi- 
viduals by exemption some was uniform within the meaning 
of the federal constitution, that requirement being a geo- 
graphical uniformity.” 


History of Tax Exemptions 


Let us now review the development of the prac- 
tice of granting exemptions. 

The first instance of an exemption in our Federal 
income tax laws is found in the Act of 1864, which 
contains a provision reading as follows: 

“Nor shall the portion of premiums returned by mutual 
life insurance companies to their holders be considered as 
dividends or profits under this Act.” ; 

The Act of 1870 contained the following: 

“Provided that the money returned by mutual insurance 
companies to their policy holders and the annual or semi- 
annual interest allowed or paid to the depositors in savings 
banks or savings institutions, shall not be considered as 
dividends.” _ ; ; 

Considering these first two exemptions in the light 
of the court decisions quoted above, it seems evident 
that they both indicated an intention of Congress to 
exempt from taxation the profits from two kinds of 
business, that is, profit making institutions; one on 
the ground that its operations were confined to its 
members, and the other apparently as an encourage- 
ment to the habit of thrift or saving. 

In the next income tax law, that of 1894, we find 
a new class of exemptions created as indicated by 
the following: 

“That nothing herein contained shall apply * * * to cor- 
porations, companies, or associations organized and con- 
ducted solely for charitable, religious, or educational pur- 
poses, including fraternal beneficiary societies, orders, or 
associations operating upon the lodge system and providing 
for the payment of life, sick, accident, or other benefits to 
the members of such societies, orders, or associations and 
dependents of such members, nor to the stocks, shares, 
funds, or securities held by any fiduciary or trustee for 
charitable, religious, or educational purposes.” 


This same Act (1894) also added another class of 
business organization which operates for the benefit 
of its own members: 

“Nor to building and loan associations or companies which 
make loans only to their shareholders.” 

It is interesting to note that, although the 1894 
law again encourages the thrift habit by exempting 
saving institutions, it now definitely provides that 
such saving institutions must be operated on a pure- 
ly mutual basis and even goes so far as to limit the 
amount of individual deposits. This act also very’ 
carefully indicates the qualifications which a mutual 
insurance company must possess. : 


The provisions of this act relating to savings insti- 
tutions and mutual insurance companies are as 
follows: 


“Nor to such savings banks, savings institutions or so- 
cieties as shall, first, have no stockholders or members 
except depositors and no capital except deposits; secondly, 
shall not receive deposits to an aggregate amount, in any 
one year, of more than one thousand dollars from the same 
depositor; thirdly, shall not allow an accumulation or total of 
deposits by any one depositor, exceeding ten thousand dol- 
lars; fourthly, shall actually divide and distribute to its 
depositors, ratably to deposits, all the earnings over .the 
necessary and proper expenses of such bank, institution, or 
society, except such as shall be applied to surplus; fifthly, 
shall not possess, in any form,'a surplus fund exceeding ter. 
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percentum of its aggregate deposits; nor to such savings 
banks, savings institutions, or societies composed of mem- 
bers who do not participate in the profits thereof and which 
pay interest or dividends only to their depositors; nor to 
that part of the business of any savings bank, institution, 
or other similar association having a capital stock, that is 
conducted on the mutual plan solely for the benefit of its 
depositors on such plan, and which shall keep its accounts 
of its business. conducted on such mutual plan separate and 
apart from its other accounts. 


“Nor to any insurance company or association which con- 
ducts all its business solely. upon the mutual plan, and only 
for the benefit of its policyholders or members, and having 
no capital stock and no stock or shareholders, and holding 
all its property in trust and in reserve for its policyholders 
or members; nor to that part of the business of any insur- 
ance company having a capital stock and stock and share- 
holders, which is conducted on the mutual plan, separate 
from its stock plan of insurance, and solely for the benefit 
of the policyholders and members insured on said mutual 
plan, and holding all the property belonging to and derived 
from said mutual part of its business in trust and reserve 


for the benefit of its policyholders and members insured on 
said mutual plan.” 


The exemption provisions of the Act of 1909 were 
very brief and did not mention either mutual insur- 
ance companies or mutual savings banks. The en- 
tire section reads as follows: 

“Provided, however, that nothing in this section con- 
tained shall apply to labor, agricultural or horticultural 
organizations, or to fraternal beneficiary societies, orders, 
or associations operating under the lodge system, and pro- 
viding for the payment of life, sick, accident, and other 
benefits to the members of such societies, orders or associa- 
tions, and dependents of such members, nor to domestic 
building and loan associations, organized and operated 
exclusively for the mutual benefit of their members, nor to 
any corporation or association organized and operated ex- 
clusively for religious, charitable, or educational purposes, 
no part of the net income of which inures to the benefit of 
any private stockholder or individual.” 


Beginning with the Act of 1913 the various ex- 
emptions have been classified in a uniform manner 
and since 1916 the classification has remained prac- 
tically the same although, of course, changes in 
nomenclature have been made and changes made in 
the organizations included in the several classifications. 

For purposes of discussion all of the exempt or- 
ganizations can be listed under two headings; first, 
those which are actually engaged in business and 
yield a profit for or render a service to their mem- 
bers but whose operations are conducted on a 
mutual basis and, second, those which are organized 
not from motives of profit or personal gain but to 
engage in charitable, educational, social, recrea- 


tional, or similar activities. These groupings would 
be as follows: 


Mutual Business Organizations :—Mutual Savings 
Banks; Domestic B. & L. Associations; Co-opera- 
tive Banks; Cemetery Companies; Mutual Hail 
Insurance, Cyclone Insurance, Fire Insurance, 
Casualty Insurance, Ditch Companies,’ Irrigation 
Companies; Co-op. Telephone Companiés; Benev- 
olent Life Insurance Companies; Benevolent 
Casualty Insurance Companies; Farmers or Fruit 
Growers Buying or Selling Agencies. 


Charitable, Educational, Social, Recreational, and 
Similar Organizations:—Labor, Agricultural, and 
Horticultural; Fraternal Benefit; Religious Chari- 
table, Scientific, Literary, Educational,.. Prevention 
of Cruelty to Animals or Children; Civic Leagues— 
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Social Welfare, Local Associations cof Employees; 
Clubs for Pleasure, etc.; Corporations organized to 
hold title to property proceeds of which are to be 
turned over to exempt agency. 


Tests Which Exempt Organizations Must Pass 


The Federal Government during its administra- 
tion of the several income tax laws has naturally 
promulgated many rules setting forth the practices 
which in its opinion would make an organization 
ineligible for exemption. Such rulings and the tax 
liability incident to their application have resulted 
in a considerable number of cases being carried through 
the Federal courts, so that many of the questions which 
were the subject of acute controversy a few years ago 
have been finally settled. Many new points are being 
brought up, however, and almost every Treasury De- 
partment bulletin issued contains some rulings relating 
to exempt organizations. 

To attempt to make anything like a complete re- 
view of the decisions which have been made or of 
the developments which have contributed to the 
formation of what we might term the “tests of ex- 
emption” would be impossible in an article of this 
character, so we will confine ourselves to a brief 
statement of the principle questions involved. 


Mutual Business Organizations 


In exempting mutual business organizations from 
taxation, Congress apparently had in mind from the 
very first two principles, one or both of which are 
common to all such organizations. These are the 
fostering of habits of thrift and the encouragement 
of the co-operative movement whereby persons of 
small means band together to perform for them- 
selves with their united resources services which 
would otherwise have to be performed by others 
at a greater cost or with less efficiency to the re- 
cipients. 

The provisions of the exempting acts are in most 
cases brief and it would seem intended to be given 
a liberal interpretation where the two predominant 
principles, mentioned above, were present. 

The Treasury Department in its administration, 
however, has been inclined to construe them in a 
restrictive way and in fact to endeavor to insist on 
requirements which it would seem it has no legal 
right to impose. 

Thus we find the Federal courts ruling that in the 
determination of what constitutes mutuality (build- 
ing and loan associations) that great weight must 
be given to the provisions of the statutes of the 
states under whose laws the association is organ- 
ized. As was stated by the court in the case of the 
Central Building & Loan Association v. Bowland, 
“since Congress by using the adjective ‘domestic’ 
necessarily had in mind associations formed under 
the state laws and since almost all of such institu- 
tions have such powers under those laws, it may be 
said with some degree of certainty that Congress 
did not intend to deny them the exemption they 
otherwise would have simply because they had the 


power to loan to persons not members or to borrow 
from them.” 
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Similarly it has been ruled that the Commissioner 
has no right to inquire into the qualifications of 
members, and whereas it was once insisted upon that 
every borrower (building and loan association) must 
subscribe to stock equal to the amount of his 
loan, it is now an accepted principle that merely 
subscribing to one share of stock which may or may 
not be fully paid is sufficient to meet the test of 
membership. 

The difference between the manner in which Con- 
gress views these matters and the restrictive atti- 
tude of the Treasury Department will be appreciated 
by comparing the provisions of the 1926 Act relating 
to co-operative buying and selling organizations with 
those of previous acts. The change in the 1926 Act 
was brought about by restrictive rulings of the depart- 
ment in which Congress apparently did not concur. 

With respect to the character of the organizations 
exempted, the government has been consistent in 
limiting the application of the laws to those con- 
cerns specifically named in the several acts. Thus 
a mutual life insurance company was not exempt 
until it was specifically referred to in the law. 

Most of the questions which have been raised in 
connection with organizations of the character of 
those under discussion have had to do with building 
and loan associations. This is probably due to the 
greater number of organizations of this character 
and also because of the broadness of the field which 
their activities cover. 


Generally speaking, a building and loan associa- 
tion to be exempt must make loans only to members, 
that is, holders of its stock, and it ‘must secure the 
bulk of its capital from members. It has, however, 
been held that where an association temporarily 
loans out excess funds or makes temporary borrow- 
destroy exemption. Other requirements for exemption 
are that an association must maintain an equality be- 
tween interest rates charged to borrowers and interest 
paid on capital,etc. ; preserve an approximate equality 
in the returns paid to different classes of share- 
holders; conduct its business in general in such a 
way as to be mutual. 

The Treasury Department has also laid down cer- 
tain rules relating to the purposes for which moneys 
loaned may be used. For instance, one of the latest 
opinions is to the effect that if moneys are loaned to 
contractors who in turn resell to home buyers, .ex- 
emption is destroyed. The soundness of this decision 
is being strenuously attacked. Another ruling, 
referring to dividend rates, is a subject of contro- 
versy at the present time, the particular point in- 
volved being the extent to which larger dividends 
may be paid, on certain classes of stock which are 
subject to greater liabilities and burdens without 
destroying “approximate equality.” 

This class of exempt organizations differs from 
mutual business organizations, as has already been 
stated, in that they are not organized for profit but 
to render a service to the community. Each organ- 
ization must be judged by the nature of its activities 
in order to determine the justice of its claims to 
exemption. 

(Continued on page 400) 















congestion of cases before the Board of Tax 

Appeals is meeting with a widespread, sym- 
pathetic response, though there is not a unanimity 
of opinion as to whether any change in the admin- 
istrative system is necessary, or, in the case of 
those who feel that a different procedure is advis- 
able, as to the nature of the innovations which 
should be made. 

In the expressions of opinion received, responsi- 
bility for the congestion is placed by some on the 
Income Tax Unit, by others on the appeal system, 
and a few put the blame on tax practitioners. 

One observer likens the disposition of tax cases 
to a sawmill operation and the Income Tax Unit 
to the millpond into which the logs are floated, 
sorted and worked. The work of getting these 
cases to the mill is viewed as resting upon the tax- 
payers and their representatives, and the delays and 
congestion met in the process of putting them 
through are held to be primarily chargeable to 
cases being often in an unworkable condition when 
they arrive at the mill. 

The causes of the plethora of appeals and the 
solution for present difficulties are set out as fol- 
lows: 

“One-third of the cases pending before the Board 
of Tax Appeals ought not to be there. They are 
there because the taxpayers and their representa- 
tives failed to produce, or did not have to produce 
to the Income Tax Unit, evidence to support their 
contentions, and they will fail before the Board 
because of a lack of proper evidence. In dispos- 
ing of this one-third of the cases pending before 
the Board of Tax Appeals, more than two-thirds 
of its working time will be consumed, because the 
attorneys appearing for the taxpayers, and the tax- 
payers who appear for themselves, are striking in 
the dark. Many of them do not know what the 
facts are which they must prove, and they do not 
have the evidence to prove the facts alleged. 

“The employees of the Income Tax Unit, attor- 
neys in the General Counsel’s Office, and represen- 
tatives of taxpayers are the workmen who prepare 
these cases for the mill. The speed in which they 
are passed through depends in a large measure 
upon the skill of these workmen. The congestion 
is not due to the fact that there are too few mem- 
bers of the Board of Tax Appeals, or that they are 
not capable and industrious men; but appears 
largely to be the fault of the system in vogue. 
The conduct of cases before the Board is very much 
like the procedure of the Federal and state courts. 
The conduct of a case in court is a peculiar art for 
which many men, learned in the law, are not fitted. 
One experienced in the trial of causes will not re- 
quire, at the most, more than a quarter of the time 
taken by the most learned inexperienced attorney in 


gr of a plan to relieve the 
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developing his facts. His case will be thoroughly 
prepared and understood before the trial begins, 
and the case will be presented in such a clear man- 
ner that the Board can decide it in half the time 
it can decide a case poorly presented: 

“By mixing skill with the molasses in the bottle, 
the molasses will be thinned and pour faster 
through the neck. By mending the weak link in 
the chain through the process of submitting better 
evidence to the Unit, which evidence proves the 
question of fact in controversy, many cases will 
not be appealed. The present congestion will then 
be eliminated, and the Board of Tax Appeals, in 
my opinion, will function even better than its 
founders hoped. . 

“Under the present status of the Board of Tax 
Appeals, there are ten separate tribunals to which 
cases may be appealed; the nine circuit courts of 
appeal and the Court of Appeals of the District of 
Columbia. Skill employed in the presentation of 
cases before the Board of Tax Appeals will not 
only tend to relieve the congestion there, but will 
expedite final disposition on appeal.” 


Success of Board Dependent on Treasury Depart- 
ment, Says Mr. Robert N. Miller 


The ability of the Board of Tax Appeals to make 
a satisfactory disposition of tax cases is dependent 
on the degree of co-operation given by the Treasury 
Department, in the opinion of Mr. Robert N. Miller, 
of Miller & Chevalier, Washington, D. C., who com- 
ments on the situation as follows: 

“The success or failure of the Tax Board rests 
with the Treasury Department. If the Treasury 
Department does good work, the number of appeals 
which reach the Tax Board will be small enough 
so that the Tax Board can keep practically up to 
date. If the Treasury Department, out of caution or 
insufficient consideration should decide frequently 
against taxpayers who plainly ought to succeed, 
then the Tax Board, for no fault of its own, would 
be overwhelmed with more work than sixteen men 
can possibly do. No matter how able or diligent, 
sixteen men could not correct the mistakes of sev- 
eral thousand men, unless those thousands are doing 
good work. 

“My hopefulness is due to the following encourag- 
ing facts, affecting three groups of people who are 
dependent on each other: (1) From the start, the 
Tax Board has shown marked ability, fairness, and 
capacity for hard work. (2) During the last six 


months the Treasury Department — to its great 
- credit — has shown a strong desire to avoid over- 
crowding the Board, and has sought to encourage in 
its representatives charged with making decisions 
a more open-minded attitude toward taxpayers; 
establishing administrative machinery to determine 
what parts of its organization most need improve- 
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ment and making real efforts to settle cases which 
ought to be settled. (3) Taxpayers are filing fewer 
ill-considered appeals, partly because of the wise 
requirement of a $10.00 appeal fee, and partly be- 
cause they gain confidence in the findings of the 
Treasury Department in proportion as its open- 
minded position deserves confidence. 

“The enormous increase in appeals filed early in 
the spring of 1926 was alarming at the time. It was 
due to the sending out by the Treasury Department 
of a large number of so-called “60-day” letters in 
cases which were about to be barred by limitation. 
The vigorous methods taken by the Treasury since 
that time are designed to do away for the future with 
the necessity for such drastic action, and to dispose 
of as many as possible of these cases which got on 
the docket of the Tax Board last spring. 

“Before the filing of this large group of appeals last 
spring, the average number of cases appealed to the 
Board per day was about 30; at the height of the 
activity following the issuance of the “60-day” let- 
ters referred to, the averageper day rose to several 
hundred ; the encouraging and significant fact is that 
at the present time the average is running at about 
25 per day, or less. 

“If the Treasury is able to maintain and reason- 
ably extend the administrative improvement which 
has already shown such good results, I see no reason 
why, within the next year, the Board should not be 
substantially even with its docket. 

“As everybody knows, the Board has made radical 
changes in the method of conducting hearings, so as 
to give members more time to write up opinions 
and thus diminish the time between hearing and 
decision. The nearer the Treasury Department is 
able to come to the correct decision without forcing 
the taxpayer to trial, the quicker the Board will be 
able to clear up its docket, and the more time the 
Board will have to give to the consideration of 
cases before it.” 


Popularity of Board at Stake in Opinion of 
Mr. Blount Ralls 

It is the opinion of Mr. Blount Ralls,* of New 
York, that unless the congestion of cases before the 
Board is remedied in some way, it may be expected 
that the popularity of the Board will greatly decline 
in spite of the high character of its personnel and its 
established efficiency. 

“Many taxpayers, particularly in the states where 
the dockets of the Federal courts are not so crowded, 
will prefer to pay the tax in order to save interest 
and submit their case to the court.” This procedure 
would certainly be desirable in cases necessitating 
a prompt decision, and even where the docket of the 
District Court is overcrowded, that procedure would 
be desirable where a motion to dismiss on the part 
of the government might be expected. 

“This is a difficult question and involves many 
considerations. It may be that the future status 
of the Board depends upon prompt action by the 
Treasury Department to limit the number of appeals, 
or by Congress to increase the facilities of the Board. 
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As to the Bureau, I think it would be desirable to 
have a large investigating force in order that very 
simple facts may be established to the satisfaction 
of the Bureau without going to the Board. The 
General Counsel unquestionably needs a greater 
personnel in order promptly to handle the cases 
now before the Board and to consider stipulations 
in cases which seem meritorious. Under the present 
decentralization scheme, additional revenue agents 
in the field, working under the supervision of attor- 
neys in the Appeals Division, might accomplish a 
great deal in this direction. It might even be desir- 
able to amend the Revenue Act, so as to provide that 
any taxpayer desiring an investigation by a Revenue 
Agent of particular facts might secure the same by 
paying all or a portion of the cost of such investigation. 

“If immediate steps are taken within the Bureau to 
remedy the situation and to dispose of as many cases 
as possible by freely allowing investigations and stipula- 
tions, then the Board may possibly be able to cope with 
the situation and measure up to its past performance 
without the addition of other members. Unless the 
Treasury Department finds it impracticable to assist 
in disposing of the cases as indicated, it would seem 
desirable for Congress to provide for several addi- 
tional memberships on the Board with terms of two 
years. 

“At any rate, it is believed that the work of the 
Board would be greatly facilitated by increasing the 
number of its law clerks who certainly should be 
able to relieve the Board of an enormous amount of 
routine work, such as classification of cases, ordi- 
nary research, etc.” ; 


Larger Board Membership Recommended 


A larger membership on the Board of Tax Ap- 
peals is advocated by Frank Lowson, Certified 
Public Accountant, Washington, D. C., who com- 
ments as follows on the situation: 

“I do not think that the Board has a sufficient 
membership to cope with the situation, and I think 
it should be increased to where it was originally 
contemplated to put it; namely, 28 members. As 
chairman of the Federal Legislation Committee of 
The American Institute of Accountants, when the 
Board was first created, Mr. Edward E. Gore, pres- 
ident of the Institute, and I, did a great deal of 
work, and I think it was principally upon Mr. 
Gore’s testimony that the Ways and Means Com- 
mittee took the proposed Board out of the Treas- 
ury Department and put it as a separate institu- 
tion. We requested 28 members at that time, and 
I see no reason why the 28 members should not 
have been appointed. 

“T have been in conversation with a great many 
of the practitioners and some of the Board mem- 
bers, and I have heard advanced the reasons for 
asking only for 16 members. One of them is that 
they want uniformity of decisions, and they cannot 
get that if they have too large a Board. They are 
not getting uniformity now, and they never are 
going to get it, even with 16 members. I can show 
you two cases in which the Board has decided a 
question of law one way, and a third case came 
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out a year later in which they decided the same 
principle diametrically opposite or sidestepped it. 
If you want to look up this case, look up the issue 
of the sources of distributions in the Clearfield 
Lumber Company case and compare it with the 
Dobson case and the Nickey case. They might 
just as well put on the 12 additional members and 
get some additional work done as to keep on go- 
ing the way they do now. They will never be able 
to decide the present appeals inside of five years’ 
time. 

“There is one change that should be made in 
the Bureau of Internal Revenue. The 60-day file 
section should be enlarged or expanded into a body 
with powers similar to the old Committee on Ap- 
peals and Review, and with powers to adjust or 
settle valuation questions on a compromise basis 
rather than sticking out for the ridiculous valua- 
tions that sometimes are made by the Treasury 
Department Income Tax Unit. 

“The thing to do now is to re-create the Com- 
mittee on Appeals and Review, with additional 
powers, and make it a part of the 60-day file sec- 
tion, to see if something cannot be done to settle 
a great many of the Board cases by stipulation. 

“It is a fact that the lawyers in the General 
Counsel’s Department are so overwhelmed with 
stipulations and other work that as the taxpayers’ 
proposed stipulations come in to them they put 
them into a letter basket and do nothing with 
them because they have not the time to do any- 
thing with them, until they are forced to do so by 
the proximity of the Board hearing. It is out of 
the question to expect the General Counsel’s De- 
partment to settle questions of valuation or make 
stipulations thereon in a great many cases, without 
the proper assistance from a competent body. 

“The Commissioner has admitted that because 
in a great many cases the Statute of Limitations 
was about to expire he sent out a great many de- 
ficiency letters without proper consideration. This 
is a sample of illegal, unfortunate and improper 
administration. It prevents the ordinary operation 
of the Statute of Limitations; it causes great ex- 
pense to the taxpayers without due and proper 
justification ; and it was never intended by the law- 
makers that any letter assessing a deficiency of 
tax was to be sent out until there was some decent 
basis of action for sending out the letter. 

“I think that the next Revenue Act should pre- 
vent any such action on the part of the Commis- 
sioner.” 

Greater Dispatch in Commissioner’s Action on 

Appeals Desirable 

Greater dispatch by the Commissioner in an- 
nouncing his acquiescence or non-acquiescence in 
decisions made by the Board of Tax Appeals would 
eliminate a large number of appeals in the opinion 
of C. F. Fuller, of P. L. Crawford & Co., Certified 
Public Accountants, Chicago, who further diag- 
noses the situation as follows: 

“While approximately 3,000 Appeals have been 
disposed of by dismissal and decisions have been 
rendered in about 1,650 cases to date, the Commis- 
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sioner has acquiesced in only about 450 decisions 
and non-acquiesced in about 25 decisions. This 
leaves the Unit in doubt as to the attitude of the 
Commissioner in a large number of cases. Neither 
the taxpayer nor the Unit know why the 3,000 cases 
were disposed of by dismissal nor what the deci- 
sion of the Commissioner would be in cases not 
yet acquiesced and non-acquiesced to. Therefore, 
new petitions are being filed daily on the very same 
questions which could be disposed of by the Unit 
if earlier action were taken by the Commissioner 
on cases decided by the Board and more informa- 
tion concerning cases disposed of were promulgated 
for the guidance of tne Unit and the taxpayer. 

“The Commissioner is allowed one year in which 
to bring suit on cases in which he does not acqui- 
esce. Meantime, new petitions are being filed on 
the same ground in order to protect taxpayers in 
case the Court does approve the decision of the 
Board. Some action appears necessary in this mat- 
ter in order to avoid the filing of a large number 
of petitions and requiring the Board to rule a num- 
ber of times on the same question. For instance, 
many returns for the years 1917 to 1921 cannot well 
be closed now without Appeal as the Board still 
maintains the correctness of its decision in the L. S. 
Ayres case. 

“Therefore, the following suggestions are made: 

“(a) The advisability of some change in the regu- 
lations whereby the Commissioner will acquiesce 
or non-acquiesce in the decisions of the Board 
within a limited period after decision has been 
made. A rule of sixty days would appear reason- 
able. 

“(b) The advisability of Board of Tax Appeals 
or Commissioner furnishing information concern- 
ing grounds for the dismissal of cases, pointing out: 
in what cases the dismissal has been in favor of or 
against taxpayer, for use as precedents. 

“(c) That where the Commissioner non-acqui- 
esces in a decision of the Board, recourse of tax- 
payers should be in claims for refund and not 
through petition of Tax Board, such claims for re- 
fund to be decided when the Courts have ruled 
finally on the question. 

“(c) That in cases of all petitions filed under 
the 1924 and 1926 Acts where taxpayer has not 
previously had the opportunity of appealing to the 
Solicitor or going before the 60-Day Division, such 
right of a hearing before the 60-Day Division 
should now be given. 

“It is believed that rules or regulations along 
the above lines would make unnecessary the filing 
of a large number of new petitions. It is further 
believed that an opportunity of a hearing before the 
60-Day Division suggested above on all petitions 
which have been filed and not yet heard, would re- 
sult in many cases now on the docket of the Tax 
Board being withdrawn after adjustment is effected 
with the Commissioner of Internal Revenue 
through the 60-Day Division. Otherwise, it is not 
believed that the Board, following its present Rules 
of Practice, will be able to cope with the situation 
in a satisfactory manner.” 





N the administration of the revenue acts, the 
Treasury Department has appeared to hold the 
view that it was under obligation to collect the 

utmost of tax. Under a broad construction of its 
powers and qbligations, one can conceive this view 
to be justified; certainly, it has served to relieve 
the Department of criticism on the grounds of 
failure to protect the interests of the Government. 
However, there has not been lacking authority fully 
justifying a different construction as relates to the 
duty and obligation of the Treasury. 

“In the interpretation of statutes levying taxes, it is the 
established rule not to extend their provisions by implication 
beyond the clear import of the language used, or to enlarge 
their operation so far as to embrace matters not specifically 
pointed out. In case of doubt they are to be construed most 
strictly against the government and in favor of the citizen.” 
(Haiku Sugar Co. v. Johnstone, 249 Fed. 103; U. S. v. Wig- 
glesworth, 2 Story 369; Gould v. Gould, 245 U. S. 151.) 


“We do not consider the question here involved a doubtful 
one, but if there is a doubt, it should be resolved in favor of 
the taxpayer.” (Miller v. Gearin, 258 Fed. 225.) 

“The Secretary of the Treasury cannot by his regulations 
alter or amend a revenue law. All he can do is to regulate 
the mode of procedure to carry into effect what Congress has 
enacted.” (Cartier v. Doyle, 269 Fed. 647.) 

The Board of Tax Appeals, in the Appeal of the 
Carroll Chain Company, Decision No. 24 C. C. H., 
seems to have set forth clearly the reasoning upon 
which the courts have based their decisions, viz.: 

“Tt is generally held that laws levying taxes must not be 
interpreted by implication. The obvious reason for this doc- 
trine is to prevent either the courts or the administrative agents 
of the taxing body corporate from levying taxes not clearly and 
specifically authorized by the legislature, which in all free 
countries is the only body clothed with such authority.” 

Nevertheless, there are not lacking decisions tak- 
ing the broader view, as in the American-La France 
Engine Company case, 294 Fed. 567, that “a narrow 
meaning of a word is seldom given a revenue 
statute, and adjudications uniformly hold that 
words of general description often embrace an un- 
named article, or one that was not thought of by 
the enacting power at the time the act was passed. 
Relying upon decisions of this nature, the Com- 
missioner has contended that “gross income in- 
cludes gains, profits and income from any source 
whatever.” (Answer in Appeal of Mever Jewelry 
Company, Board of Tax Appeals, Docket No. 3143, 
Decision No. 1408 C. C. H.) Emphasis here seems 
to have been placed upon the words “any source 
whatever” and in the case of Eisner v. McComber the 
Government “placed chief emphasis upon the word 
‘gain’, which was extended to include a vareity of 
meanings.” It seems to have been the opinion of 
the Department that it was under obligation to bring 
into question all items which, under any construction, 
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might be deemed to be taxable income. The words of 
Section 213-A of the Revenue Act of 1918, “Gains, 
or profits and income derived from any source what- 
ever,” are identical in effect with those found in the 
Sixteenth Amendment, by virtue of which Congress 
was authorized to levy taxes on income without ap- 
portionment, i.e. : 

“The Congress shall have power to lay and collect taxes on 
incomes, from whatever source derived, without apportionment 
among the several states, and without regard to any census or 
enumeration.” 

Limitations of Sixteenth Amendment 


It has been repeatedly held that this amendment did 
not extend the taxing power to new subjects, but 
merely removed the necessity which otherwise might 
exist for apportionment among the states of taxes laid 
on incomes (Brushaber v. Union Pacific R. R. Co., 
240 U. S. 1, 17-19; Peck v. Lowe, 247 U. S. 165, 
172-173). Following this line of thought, the court. 
in the Brewster case states: 


“In the discharge of that duty, as I see it, it follows that 
the ‘income’ in the 16th Amendment should not and cannot be 
construed as to include property other than income, even if 
such property is described as income by the act of Con- 
ca... * * 

In the case of Eisner v. McComber, 252 U. S. 189, 
Justice Pitney definitely sets forth the limitation of 
the powers of Congress under this amendment: 

“A proper regard for the genesis, as well as its very clear 
language, requires also that this amendment shall not be ex- 
tended by loose construction, so as to repeal or modify, except 
as applied to income, those provisions of the Constitution, that 
require an apportionment according to population for direct 
taxes upon property, real and personal. This limitation still 
has an important function, and is not to be overridden by 
Congress or disregarded by the courts.” 


Thus it is seen that doubt existed as to what should 
be taxed as income, since the “income” to be taxed 
must be such as could not be brought within the inhi- 
bitions of Article 1 of the Constitution. Doubt as to 
the meaning of a statute is often removed by a con- 
sideration of legislative intent as shown by the entire 
statute (American Surety Co. v. D. C. 224 U.S. 491). 
The Court of Claims, in Martin Rocking Fifth 
Wheel Co. v. U. S., No. C-62, states: 

“It would seem that it ought to be unnecessary to discuss 
the plain, everyday, generally understood meaning of the word 
‘part’ or the proposition that where words have an ordinary, 
usual, and commonly accepted meaning they must be so con- 
strued. Such a meaning is presumed to have been in the legis- 
lative mind and it may not be changed by regulation. Indeed, 
if the rule is of more force in one than in another, it can find 
no better place for its most stringent application than in a 
taxing act. And to this statement it may well be added that if 
words in a taxing statute are of doubtful meaning they must 
be construed against the taxing power and in favor of the 
taxpayer, a rule which, unfortunately, seems to be quite gen- 
erally reversed in its application.” 

Under necessity because of the limitations imposed, 
the courts proceed to the definition of the word “in- 
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come,” and we find the tax is “on what comes in, on 
actual receipts * * * not on what saves his 
pocket, but on what ‘goes into his pocket.” 
(Mutual Benefit Life Ins. Co. v. Herold, 198 Fed. 
199.) “Income in its general sense need not 
necessarily be money; however, it must be money or 
that which is convertible into money.” (State v. Frear, 
134 N. W. 673, 691; 135 N. W. 164.) In the case of 
Lawless v. Sullivan, 6 App. Cases 374, 384, income is 
defined as, “What a person can add to his stock or 
spend.” 

Efforts to define the word “income,” per se, need 
not be followed further since the ruling decisions are 
much broader in scope, so that in‘'U. S. v. Oregon- 
Washington Railroad and Navigation Co., 251 Fed. 
211, one finds: 

“However, the tax, although it includes ‘income from all 
sources,’ nevertheless includes ‘income’ only, and the meaning 
of that word is not to be found in its bare etymological deriva- 
tion. Its meaning is rather to be gathered from the implicit 
assumptions of its use in common speech. * * * Yet the 
word unquestionably imports, at least so it seems to us, a 
current distinction between what is commonly treated as the 
increase or increment from the exercise of some economically 
productive power of one sort or another, and the power itself, 
and it should not include such wealth as is ordinarily appro- 
priated to what customarily would be regarded as capital of 
the corporation taxed.” ‘ 

The Corporation Excise Act of 1909 was not an 
income tax law, but a definition of the word “income” 
became necessary to its administration, so that it was 
formulated as “a gain from capital, from labor, or 
from both combined.” (Stratton’s Independence v. 
Howbert, 231 U. S. 399-415.) This brief definition 
was enlarged and stated by the court in Ezsner v. 
McComber to read: 

“Income may be defined as gain derived from capital, from 
labor, or from both combined, provided it be understood to 
include profit gained through a sale or conversion of capital 
assets.” 

Proceeding further with its consideration of the 
matters at issue in this case, the court laid down the 
fundamental principle of the income tax statutes, in 
words which must for all time remove any obscurity 
as to their intent and meaning. After quoting the 
above definition, the court said: 

“Brief as it is, it indicates the characteristics and distin- 
guishing attribute of income essential for a correct solution of 
the present controversy. The Government, although basing its 
argument upon the definition as quoted, placed chief emphasis 
upon the word ‘gain,’ which was extended to include a variety 
of meanings, while the significance of the next three words 
was either overlooked or misconceived. ‘Derived—from—capt- 
tal’; ‘—the—gain—derived—from—capital,’ etc. Here we have 
the essential matter: not a gain accruing to capital, not a 
growth or increment of value in investment; but a gain, a 
profit, something of exchangeable value proceeding from prop- 
erty, severed from the capital however invested or employed, 
and coming in, being ‘derived, that is, income derived from 
property. Nothing else answers the description.” : 

“The same fundamental conception is clearly set forth in 
the Sixteenth Amendment—‘income,’ ‘from whatever source de- 
rived’—the essential thought being expressed with a concise- 
ness and lucidity entirely in harmony with the form and style 
of the Constitution.” 

The Eisner v. McComber case disposed of the ques- 
tion, whether stock dividends should be taxed as in- 
come, but its import may be realized more fully by 
a brief view of some of the cases in which it has been 
attempted to enlarge the statute by implication and to 
tax construcive or hypothetical income. 
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Cases Involving Constructive Income 


In 1916 the Manomet Cranberry Company sold cer- 
tain property, receiving $45,000 in cash and a mortgage 
for the balance of $94,400. Under a foreclosure the 
company reacquired the property and the Commis- 
sioner determined a deficiency in tax. The Board 
of Tax Appeals (Decision No. 263 C. C. H.) states: 

“The mere fact that the property was worth $139,500 on 
March 1, 1913, does not justify the Commissioner in saying 
that when the taxpayer acquired it in 1919 at a cost of 
$94,400 plus interest and foreclosure costs it realized a 
gain. : 

The Prudential Insurance Company issued dividends 
to policy holders out of excess premiums for prior 
years, which were used to reduce future premiums or 
to buy additonal paid-up insurance. It was held that 
these credits did not constitute income for the taxable 
year, although credited in that year as payment of 
premiums and for paid-up insurance. (Prudential Ins. 
Co. v. Herold, 247 Fed. 681.) 


Under an agreement the taxpayer acquired an inter- 
est in the good will of the firm upon the death of a 
partner, which was valued at $60,000, and in 1919 
received $60,000 therefor. The Board of Tax Appeals 
(Nigell Leslie Campbell, Decision No. 163 C. C. H.) 
stated: “Under these circumstances the withdrawal 
by the taxpayer of $60,000 in 1919, representing his 
portion of the value of the good will acquired by him 
in 1916 did not give rise to income. .The sum so 
received was capital when he received it and capital 
when it was withdrawn.” 


The Southern Pacific Company received credit for 
dividends upon the stock of the Central Pacific, which 
road it controlled and operated, and recovered taxes 
paid on such dividends, on the ground that the two 
companies were in effect merged and that the funds 
represented by the dividends were in the actual pos- 
session of the Southern Pacific as well before as after 
the declaration of the dividends. (Southern Pacific 
Co. v. Lowe, 247 U. S. 330.) 


Where its sole stockholder forgave a debt against 
a corporation, it was held “that the cancellation of 
the debt was a means of contributing to its capital 
account” and that the sum should be treated as capital 
rather than income. (U. S. v. Oregon-Washington 
Railroad & Navigation Co., 251 Fed. 211.) 

Where a taxpayer was relieved of paying an amount 
to its creditors by common consent, an amount which 
it could not in fact have paid whether voluntarily 
relieved of payment or not, it was held that relief 
from paying an obligation, under the circumstances 
set forth in this case, does not constitute income. 
(Meyer Jewelry Company, Board of Tax Appeals De- 
cision No. 1408 C. C. H.) 

A lessee, having constructed a building on leased 
ground, defaulted, and the lessor acquired the same 
through court action, whereupon the full value of the 
building was assessed as income. It was held that 


the taxpayer “acquired nothing in 1916 save the pos- 
session of that which for many years had been her 
own.” (Miller, Collector, v. Gearin, 258 Fed. 225.) 
A borrower of German marks paid his debt eight 
years later when marks had fallen in value, and the 
(Continued on page 391) 
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Chrysler Automobile Insurance Plan 
Subject to State Taxation 


O* special interest to the automobile industry is 
the recent decision of the United States Su- 
preme Court rendered in Palmetto Fire Insurance 
Company v. Conn, Superintendent of Insurance of the 
State of Ohio and four other cases, holding that the 
Chrysler Plan, whereby all Chrysler automobiles are 
insured for one year from the date of sale to the 
retailer, causes contracts for insurance to be made 
within the state of retail sale, and such insurance is 
subject to tax by the states. 

The three cases, in contest of the Ohio, Maine, 
and Wisconsin statutes, all raised practically the 
same question. The first, Palmetto Fire Insurance 
Company v. Conn was a suit to enjoin the Ohio Super- 
intendent of Insurance from revoking the license of the 
plaintiff, a corporation from South Carolina, to do 
business in Ohio, on the ground that it has violated 
the statutes of the latter state. These statutes for- 
bid the insurance of property in the state except by 
a legally authorized agent, resident in Ohio, and 
tax the business lawfully done there. They provide, 
also, that anyone who properly makes application 
for insurance shall be held to be the agent of the 
party thereafter issuing the policy. Plaintiff con- 
tended that if the statutes were held to apply to 
what it has done they are invalid under the Four- 
teenth Amendment of the Constitution of the United 
States. The United States Supreme Court held that 
the decision of three judges refusing an injunction 
against enforcement of the state statutes was correct. 


National Tax Association Conference at 
Philadelphia Convenes on November 15 


HE Nineteenth Annual Tax Conference, under 

the auspices of the National Tax Association, 
will be held in Philadelphia, at the Benjamin Frank- 
lin Hotel, in the week beginning November 15. 
Governor Gifford Pinchot and Mayor W. Freeland 
Kendrick of Philadelphia will deliver addresses at 
the opening session on the afternoon of November 
15, and the evening will be devoted to Pennsylvania 
tax problems. Tuesday morning is reserved for 
visiting the Sesqui-Centennial Exposition. The 
program for the remainder of the conference follows: 


Tuesday, November 16 

Afternoon session: Round Table on Assessment 
Problems at. Pennsylvania Building on Exposition 
grounds, Clarence Smith, Kansas Public Service 
Commissioner, presiding. 

Evening session: “Simplification in State Taxa- 
tion of Business Concerns,” Report of Committee 
of National Tax Association, Charles W. Gersten- 
berg, chairman; “Review of 1926 State Tax Legis- 
lation,” William E. Hanna, Legislative Reference 
Librarian, New York State Library. 

Wednesday, November 17 

Morning sessions: “Suggestions for Simplification 
of the Income Tax,” George E. Holmes, New York, 
presiding. 

Afternoon session: “Suggestions for the control 
of Public Expenditures,” C. E. Arney, Jr., Executive 
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Secretary, Federation of Taxpayers’ Association of 
the State of Washington; “What Are the States 
Spending Money for?” Walter B. Brockway, Comp- 
troller, Brown Company, Portland, Maine; “State 
Excise Taxes,” E. T. Miller, University of Texas. 

Evening session: “Elimination of the State Levy 
on Property as a Part of a Tax Program”; Discus- 
sion from the California Standpoint by Roy L. Riley, 
State Comptroller of California; “Effect Upon State 
Expenditures,” Eric Englund, Kansas Agricultural 
College; General Discussion opened by C. C. Hiett, 
President of the National Association of Real Es- 
tate Boards; “Taxation of National Banks on the 
Income Basis, Report of Committee of the National 
Tax Association, Robert M. Haig, Columbia Uni- 
versity, chairman. 


Thursday, November 18 


Morning session: “What is Fair Value in Taxa- 
tion?”’, S. H. Rifkind, member of New York Bar; 
“What is Value for Taxation?”, Thomas W. Page, 
Chairman of Council, Institute of Economics, Wash- 
ington, D. C.; “Present Status of State Reciprocity 
in Inheritance Taxation,” Franklin S. Edmonds, 
Chairman, Pennsylvania Tax Commission. 

Afternoon session: Reserved for entertainment by 
the local committee. 

Evening session: Address of George Vaughn, 


President of the National Tax Association; Annual 


Meeting of the National Tax Association. 
Friday, November 19 


Morning (last) session: “Extension of the Voting 
Privilege at the Annual Conference,” Report of 
Committee, Fred R. Fairchild, Yale University, 
chairman; Report of Committee on Resolutions; 
Miscellaneous Business. 


Rules for Review of Appeal Board ‘ 
Decisions Recommended 


T THE recent conference held in Washington 

by the senior judges of the nine Federal judicial 
circuits, at which Chief Justice Taft presided, J. G. 
Korner, chairman of the Board of Tax Appeals, 
requested that the conference recommend to the 
nine circuit courts of appeal, the adoption of a uni- 
form body of rules governing the review provided 
for by statute in the circuit courts of appeal of 
decisions of the Board of Tax Appeals. 


With reference to this request, the report issued 
by Chief Justice Taft says: 


“The conference has examined the law, and has con- 
ferred with the chairman and another member of the 
Board.* It believes that such uniformity ought to be had, 
but it deems it its duty to refrain from framing any rule 
that seems to declare any opinion in respect of the scope 
of the jurisdiction of the circuit court of appeals in this 
behalf. The rules should be wholly procedural, and relate 
only to matters not covered by the existing rules of the 
several circuits, or rules of practice prescribed by the Su- 
preme Court. 

“The conference thinks that existing rules sufficiently 
cover the restriction of argument to matters. properly 
assigned as error and the right or absence of right of attor- 
neys to practice in the circuit. It therefore recommends 
the following rules only: 


*Mr. Littleton. 
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“I, Every petition for review of a decision of the United 
States Board of Tax Appeals shall set forth briefly the 
nature of the controversy, shall declare the court in which 
review is sought, shall contain assignments of error sep- 
arately stated and numbered in respect of each and every 
error asserted and intended to be argued, and shall be 
verified by the petitioner or his attorney of record. 

“II. If error is assigned in the admission or rejection of 
evidence, or on the ground that a finding of the Board is 
unsupported by any evidence, a statement of the evidence 
submitted to the Board shall be prepared by the petitioner. 
Such statement shall contain in narrative form the evidence 
material to the assignments of error, and shall be prepared 
by the parties and settled by a member of the Board in 
accordance with the general Equity Rules promulgated by 
the Supreme Court of the United States. 

“III. The party applying for review shall file his petition 
with the clerk of the Board of Tax Appeals, and serve a 
copy thereof with notice of filing on the opposite party or 
parties. The review shall be taken by such filing and notice. 

“IV. Within 60 days from such filing and notice, the 
statement of evidence, if any, shall be prepared and filed, 
and the clerk of the Board of Tax Appeals shall transmit 
and deliver to the clerk of this court copies duly certified 
as correct of the following documents: 

1. The docket entries of proceedings before the board. 

2. Pleadings before the board. 


3. Findings of fact, opinion and decision of the board. 
4. Petition for review. 


5. The statement of evidence, if any, as settled or agreed 
upon. 


“The time for such transmission and delivery of docu- 
ments may be enlarged by a member of the Board or a 
judge of this court, and all such orders of enlargement shall 
forthwith be filed with the clerk of the Board of Tax Ap- 
peals and certified copies thereof be sent to this court with 
the above enumerated documents. 


“V. If such certified copies are not delivered to the clerk 
of this court within 60 days from said filing and notice or 
before the expiration of the time enlarged by order, a mo- 
tion to dismiss the petition for delay may be made, and 
shall be granted unless good cause be shown for the delay.” 

The conference was in session five days, conclud- 
ing on Friday, October 1, 1926. 

The Federal judges in attendance were: Circuit 
Judge Bingham, of the First circuit; Circuit Judge 
Hough, of the Second circuit; Circuit Judge Wool- 
ley, of the Third circuit; Circuit Judge Waddill, of 
the Fourth circuit; Circuit Judge Walker, of the 
Fifth circuit; Circuit Judge Denison, of the Sixth 
circuit; Circuit Judge Alschuler, of the Seventh 
circuit; Circuit Judge Sanborn, of the Eighth cir- 
cuit; Circuit Judge Gilbert of the Ninth circuit. 


Income From Criminal Sources Held 
Taxable by Circuit Court of Appeals 


ONGRESS has power, and by the Revenue Act 

of 1921 manifested an intention to impose an 
income tax upon gains from criminal transactions, 
the Circuit Court of Appeals, Fourth Circuit, held 
in Sullivan v. United States of America, but a com- 
plementary opinion of the court makes collection some- 
what difficult. 

The latter opinion was that the privilege against self- 
incrimination provided by the Fifth Amendment affords 
a complete defense to an indictment charging a natural 
person, under Section 253 of the Revenue Act of 1921, 
with failure to file a return of income under Section 
223, when the return, if filed, would disclose that the 
income was earned by the defendant in the course of 
the commission of a crime. 
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Shad 


The plaintiff in error was convicted in the District 
Court of the Eastern District of South Carolina under 
an indictment which charged a violation of Section 253 
of the Revenue Act of 1921, for failure to make a re- 
turn of net income for the year 1921, alleged to have 
derived from an automobile agency and from the 
business of selling beverages. There was but one as- 
signment of error, that of the refusal of the district 
judge to direct a verdict of acquittal. 


The opinion rendered in connection with the decision 
of the Circuit Court of Appeals makes a comprehensive 
review of previous court decisions involving the same 
issue and reaches its conclusion that the Fifth Amend- 
ment is a defense against prosecution and failure to 
file an income tax return by reason of the fact that 
the income tax law does not provide full secrecy to the 
contents of income tax returns. In this connection the 
court (District Judge Soper) says in part: 

“* * * complete immunity was not granted by the 
Revenue Act of 1921. The nearest approach is found in 
Section 1311 (R. S. 3167), which provides that it shall be 
unlawful for any officer or employee of the United States 
to divulge or to make known in any manner whatever not 
provided by law to any person the operations or the amount 
or source of income set forth in any income tax return, or 


to permit such return to be seen or examined by any person 
except as provided by law. 


“The exceptions are important. Section 257 of the act 
declares that returns upon which the tax has been de- 
termined by the Commissioner of Internal Revenue shall 
constitute public records; but they shall be open to inspec- 
tion only upon order of the President and under rules and 


regulations prescribed by the Secretary and approved by the 
President. 


“Article 1090 of Regulations 62 shows that the President, 
by an executive order dated January 24, 1922, directed that 
returns shall be subject to inspection in the discretion of 
the commissioner by officers and employees of the Treasury 
Department, by the Solicitor of Internal Revenue or by the 
head of some other officer or employee of an executive 
department or other Government establishment; and it was 
provided that a person, if permitted to inspect the returns, 
might demand and take a copy thereof or memorandum. of 
data contained therein. * * * 


“The protection of secrecy conferred by R. S. Section 


3167 therefore falls far short of that afforded by the Fifth 
Amendment.” 


The court followed the rule as stated in Counselman 
v. Hitchcock, 142 U. S. 547, that “no statute which 
leaves a party or witness subject to prosecution after 
he answers the criminating question put to him can have 
the effect of supplanting the privilege conferred by thé 
Constitution of the United States.” 


Court Decisions 


Change of Accounting Basis.—Corporations keeping 
books on an accrual basis clearly reflecting income, and 
having made returns on such a basis, may not change to 
a cash receipts and disbursements basis for the 1917 part 
of a fiscal year ending in 1918.—Decision of District Court, 
S. D., New York, in Barstow & Co., Inc. v. Bowers, Collector. 


Corporation Distributions.—(1) Where a partnership com- 
posed of former stockholders of a corporation received the 
surplus of the corporation on its liquidation in 1919 under 
an agreement that the surplus should be continued in part- 
nership without any distribution of assets whatever until 
the firm should be dissolved, the transaction was a distribu- 
tion of assets and the surplus so distributed was taxable 
income for 1919, and if the regulations are to be construed 
as exempting such surplus from taxation, they are void to 
that extent. 
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(2) There is a distinction between a dividend as generally 
understood and a distribution in liquidation, and the surplus 
assignable to a stockholder under circumstances set forth 
in (1) was such a distribution and the profit realized on the 
transaction was taxable.—Circuit Court of Appeals, Sixth 
Circuit, in George Langstaff v. Robert H. Lucas, Collector. 


Depreciation Deductions.—Where a partnership made a 
loan in German marks which remains unpaid, one of the 
partners may not under the 1918 Act claim any deduction 
on account of depreciation in the value of the mark.—De- 
cision of District Court, S. D., New York, in George Havi- 
land v. William H. Edwards. 


Good Will, Constituents of.—Valuation of capital stock 
as a basis for assessment of the capital stock tax should not 
include good will which is dependent solely on the con- 
tinuance of the life of an individual owner of the stock and 
the friendly feeling for him by the managers of another 
company.—District Court, District of Massachusetts, in 
Noyes-Buick Company v. Malcolm Nicols, Collector. 


Invested Capital—Earned surplus may be included in in- 
vested capital under Section 326 (a), 1918 Act, notwith- 
standing a prior operating deficit of the corporation had not 
been made up.—Circuit Court of Appeals, Eighth Circuit, 
in Milton Dairy Company v. L. M. Willcuts, Collector. 

Non-Taxable Gifts—No portion of the value of an out- 
right bona fide gift as of the date of delivery can constitute 
taxable income in the hands of the donee, it was held by 
the District Court, S. D., New York, in Taft v. Bowers, Col- 
lector. 

The opinion of the court (Mr. Justice Knox), says in part: 

“According to my views, the 16th Amendment to the 
Constitution conferred no power upon the Congress to tax 

ifts. 

. “Very likely, it is possible to devise reasonably plausible 
arguments to the effect that what is transferred by the 
donor is nothing more than his original investment therein, 
and to cite various decisions which contain expressions that 
may be tortured to support the argument; but the fact re- 
mains that the common understanding of a gift is that the 
donee acquires, absolutely and completely, the entire value 
of the donation as of the date of transfer. Until a higher 
court than this is willing to endorse a different principle, 
I certainly shall not do so.” 

Priority of Claims.—Mechanics’ liens have priority over 
Federal income taxes assessed subsequent to the filing of 
the liens.—Decision of District Court, N. D., New York, 
In re Caswell Construction Co. 

Revocable Trusts.—A trust formed before the passage of 
an estate tax law, the grantor dying in October, 1919, hav- 
ing retained the right to alter or revoke, is taxable under 
the 1918 Act as a gift to take effect at or after death— 
Decision of District Court, S. D., New York, in Farmers 
Loan & Trust Company, Trustee, v. Bowers, Collector. 

Tax-Exempt Income.—Income received by executors of 
a will from personal property, beneficial interest in which 
belonged to tax-exempt corporations, was not taxable under 
the Revenue Act of 1918 it was held by the District Court, 
S. D., New York, in Herbert J. Slocum, et al., Executors, v. 
Bowers, Collector. 

Taxable Income.—An amount left by will as full pay- 
ment of allowances for services by an executor of the es- 
tate was held not to be a non-taxable bequest but taxable 
income to the recipient—Decision of District Court, S. D., 
New York, in Ream v. Bowers, Collector. 


Significant Decisions of the Board of Tax 
Appeals 


Bad Debts.—The availability of the defense of the statute 
of limitations in and of itself is not a sufficient ascertain- 
ment of worthlessness to justify the charging off of a note 
as a bad debt.—Appeal of Leo Stein. 

Depreciation, Deductible——A corporation which, through 
a change of business conditions, has no use for a building 
erected for a particular purpose and abandons the building 
is entitled to deduct from gross income in the year of 
abandonment the loss sustained by reason of such abandon- 
ment.—Kilby Car & Foundry Company v. Commissioner. 

Evidence, Presentation of.—The placing of a value upon 
certain stock by the District Court in a suit not involving 
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parties before the Board does not render the question of 
value res adjudicata——Appeal of Charles L. Suhr. 

The doctrine of res adjudicata, the matter adjudged, sup- 
poses the finality of the determination so that it may put 
an end to litigation of the same controversy. 

In the Appeal of Union Metal Manufacturing Co., rendered 
July 20, 1926, the Board held that the doctrine of res 
adjudicata did not, under the Revenue Act of 1924, operate 
to make a finding of fact in a former case, involving 1918 
as to the value of patents, conclusive as to such fact in a 
case involving 1919. 


Gross Income.—Stock supplies and unexpired insurance 
acquired for cash and charged to operating expenses must 
be included in gross income in a change from a cash to an 


accrual basis.——Almeda Steam Laundry Association v. Com- 
missioner. 


Installment Sales.—Installment sales provisions held not 
applicable to transactions, where improved real estate is 
sold for a consideration paid by a cash payment of ap- 
proximately 25 per cent and notes secured by mortgage for 
the balance which notes are in the same year sold for cash. 
—Grace T. Mytinger v. Commissioner. 

Invested Capital—A motion made by the Commissioner 
to decrease invested capital for each year to the extent of 
the full tax paid for the prior year, instead of prorating 
such tax from the time it became due and payable, denied 
under authority of Section 1207 of the Revenue Act of 1926. 
—A ppeal of Illinois Paper Box Company. 








Intangible property paid into a corporation, without any 
consideration therefor, may not be included in invested 
capital, under the provisions of Section 207 (a) (3) of the 
Revenue Act of 1917 and Section 326 (a) (3) of the Rev- 
enue Act of 1917, as paid-in-surplus—Appeal of Herald- 
Despatch Company. 

Jurisdiction of Board.—The Board has no jurisdiction to 
determine questions relating to a year for which an over- 
assessment has been found by the Commissioner.—A ppeals 
of Cook and Patch. 

Losses.—Where a loss was sustained under a contract in 
1920, and all the factors: necessary to determine the amount 
were known in that year, although the amount was not 
computed until 1921, such loss was held deductible in 1920, 


the books being kept upon an accrual basis.—Appeal of 
Deerland Turpentine Company. 





In the year 1918 the taxpayer by deed of trust created a 
trust estate to which he granted and conveyed certain prop- 
erties and securities described in the deed and to which he 
thereafter at diverse times granted and conveyed other 
properties, securities, and money. On a day near the close 
of the year 1920 he gave and granted to this trust a sum 
of money. At or about the same time he placed in the 
hands of his broker certain corporate stocks and other 
securities for sale. The trust purchased these corporate 
stocks and securities from the brokers. Held, that the tax- 
payer is entitled to a deduction from gross income for the 
year 1920 of the loss sustained upon the sale of such stocks 
and securities.—A ppeal of Edward Mallinckrodt, Sr. 

Reserves for Contingent Liabilities —An individual who is 
bound to exercise reasonable care, skill and diligence per- 
taining to the business of his clients, and who may be liable 
to damages if he fails to do so is not entitled to deduct 
from gross income an amount set up on his books of ac- 


count as a reserve to provide for such contingent liability.— 
Robert C. Alston v. Commissioner. 





The taxpayer erected an obstruction in a public highway. 
One Emery drove his automobile into the obstruction and 
was killed. His executors brought suit to recover damages. 
The taxpayer denied liability and appealed from the judg- 
ment of the lower court. Held, that the reserve set up 
before the final determination of the liability may not be 
deducted from gross income.—Appeal of Lane Construction 
Corporation. 

Returns of Husband and Wife.——Where an agreement 
exists between husband and wife domiciled in the State of 
California that the wife’s salary is to be her separate prop- 
erty, she may report that salary in a separate return.— 
Louis Gassner v. Commissioner. 
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Treasury Decisions 


Assessment Period.—The additional year in which assess- 
ment may be made against a distributee or transferee be- 
gins to run, under Section 280, Act of 1926, after the expira- 
tion of the statutory period for assessment against the tax- 
payer, though the taxpayer has died, or, if the corporation 
has dissolved, within the latter period—G. C. M. 586: 
V-38-2910. 

Power of Attorney.—Accidental destruction of a formal 
power of attorney does not terminate the authority con- 
ferred by such instrument. Under such circumstances a 
claim filed by an agent unaccompanied by a formal power 
of attorney is defective as to form only, and such defect can 
be remedied by the taxpayer subsequently filing a formai 
claim for refund, though such formal claim was filed after 
the expiration of the statutory period on refund claims.— 
G. C. M. 602: V-40-2924. 

Bank Discount, Accounting for.—Article 23 of Regula- 
tions 45, as modified by T. D. 2873 and Article 23 of 
Regulations 62 are hereby amended by striking out para- 
graph (4) of each of those articles, such paragraph pro- 
viding, in effect, that banks which in the past have treated 
discount as income before it was earned and, as a matter 
of fact, before it was received, may be required by the 
Commissioner to submit amended returns for prior years 
as a condition precedent to reporting discount on the ac- 
crual basis. Those articles were intended to relate solely to 
approved methods of accounting and the procedure to be 
followed in changing from one such method to another. 
The general procedure outlined therein should not, there- 
fore, be regarded as applicable to the case of a taxpayer 
who for the first time reports income under one of the 
approved methods of accounting instead of in accordance 
with an erroneous method under which income was during 
prior years reported before it was either earned or received. 
—T. D. 3928: V-40-2926. 

Commissions on Real Estate Sales—Commissions paid on 
the sale of real estate may be offset against the selling price 
in determining gain or loss, or the percentage of profit in 
each installment payment in the case of installment sales. 
Dealers in real estate should deduct such commissions as a 


business expense for the year in which paid or accrued.— 
I. T. 2305: V-39-2917. 


Taxable Income As Defined by the 
Statutes 


(Continued from page 387) 
Commissioner assessed as income the difference in the 
value of the marks at time of borrowing and at time 
of making payment. The court held that this was 
not “a gain derived from capital,” but, if anything, 
was “a gain accruing to capital.” (Kerbaugh Empire 
Co. v. Bowers, 300 Fed. 938.) 

A corporation was assessed upon the proceeds of 
insurance upon the life of its president, and the United 
States Supreme Court stated: “Life Insurance in such 
a case is like fire and marine insurance, a contract 
of indemnity. * * * The benefit to be gained by 
death has no periodicity. It is a substituion of money 
value for something permanently lost, either a house, 
a ship or a life.” (U. S. v. Supple-Biddle Hardware 
Co., 265 U. S. 189.) 

This might be followed further without losing in- 
terest, but the cases referred to should serve to cause 
taxpayers to be appreciative of the clear-cut defini- 
tion of income which is set forth in the Eisner v. 
McComber case, and which has been adopted by the 
courts in cases following. 
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N ENDEAVOR is being made to line up business organ- 

izations in an agreement to concentrate pressure on 
Congress for a cut in the tax rate on corporate earnings, 
effective for the year 1926. Leaders in this endeavor feel 
that if tax reduction demands are scattered Congress will 
consider the task of revision of rates too complex for con- 
sideration at the short session, even though the prospective 
surpluses may be regarded as warranting further tax reduc- 
tion. 

Because of the disparity between the rates on individuals 
in the higher income ranges and the flat rate of 12% per 
cent on corporation earnings under the Act of 1924 it was 
realized at the last session of Congress that a demand for 
reduction of corporation rates would be futile. Instead 
corporate interests marshalled their forces toward elimina- 
tion of the capital stock tax. The result was a compromise 
in which by the Act of 1926 the capital stock tax was 
omitted and instead the corporate tax rate was increased 
one-half of 1 per cent to 13 per cent for the calendar year 
1925, with provision for an increase to 13% per cent for the 
succeeding years. y 

However, the plea now is being made that instead of 
sharing in the tax reduction, corporate taxes were increased 
by the present revenue laws. Thus far no sympathy for 
the corporate tax reduction drive has come from the 
Administration. 





The latest official expression of the Treasury Depart- 
ment’s attitude toward tax reduction was given by Garrard 
B. Winston, Under-Secretary of the Treasury at the 
American Bankers’ Association meeting at Los Angeles. 

There was not even the slightest intimation that the 
Administration has modified its previously expressed policy 
of recommending a balance between debt reduction and tax 
reduction. 


Mr. Winston made an analysis of the aggregate surplus 
during the last five years, which amounted to $1,750,000,000, 
showing that $950,000,000 of this amount was realized by the 
Treasury from sale of war supplies, repayment of loans to 
railroads, liquidation of the War Finance Corporation, etc. 
“Most of these assets have been turned into cash but there 
still remains $400,000,000 to be received in this and succeed- 
ing fiscal years. Then the assets will be exhausted.” 

Other tempcrary factors enumerated which have contrib- 
uted to the increase of receipts over expenditures were: 
Net receipts from the high tax years of back taxes over 
refunds of $400,000,000 and reduced expenses by the army 
and navy to some extent because of consumption of old war 
supplies. 

“We have, you see,” said Mr. Winston, “as a nation been 
living on the barrel of flour, sides of bacon and canned 
goods which we bought in previous years and stored away. 
When these are exhausted we will be restricted to current 
taxes and have less surplus.” 


Account was also taken of the probability that a “shading 
of prosperity” will further decrease receipts. 

“Tides ebb ands flows They do not remain constant. 
The people do not want a reduction in one year and new 
taxes the next. It would be most unfortunate to have to 
add to a declining prosperity more taxation and accelerate 
the decline. * * * Ifa full year’s trial of the present taxes 
justifies the belief in a higher surplus than $100,000,000 for 
several years, the excess should go to tax reduction, but 
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below that margin, and before we have that assurance, we 
should not go.” 

By way of summary, Mr. Winston quoted from Secre- 
tary Mellon’s statement to the Ways and Means Committee 
at the last session of Congress, as follows: 

“This country is today exceedingly prosperous. It can 
afford to pay off its debts without undue burden upon its 
taxpayers. Its history has always been prompt extinguish- 
ment of its war debts. It is ready for the next emergency 
when it comes. The time to repair your roof is in good 
weather, not when it is raining. The time to pay your 
debts is when you can.” 





Income tax collections for the first quarter of the fiscal 
year 1926-27 were $108,254,803 greater than for the corres- 
ponding period of last year, but decreases in revenue from 
other sources reduced the aggregate gain over receipts a 
year previous to $2,001,365. 

More than $88,000,000 of the increase in payments was 
from the tax on corporation earnings. The increase in 
revenue from the corporate income tax was due to larger 
earnings in 1925 than in the previous year and to the rate 
a made to offset the repeal of the capital stock tax 
evy. 

Miscellaneous tax collections were $106,253,437 smaller 
in the three months of July, August and September than 
in the same period of last year. Revenue from the Fed- 
eral estate tax amounted to $17,960,560, which was $9,992,- 
075 less than in the first quarter of the fiscal year 1925-26. 





The contention of Senator Simmons that tax reduction 
could be made in part on the basis of the surplus for the 
fiscal year ended June 30, 1926, which has already been 
applied to tax reduction, proved an easy target for opposi- 
tion sharpshooters. While less weight is now placed on 
the surplus of the past year as a measure of how large a 
revenue reduction the Treasury can safely stand, Democratic 
leaders declare the receipts for the first quarter foreshadow 
a surplus at the end of the current year amounting to $600,- 
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000,000, and that a tax cut can well be afforded. The 
charge is made that the Republicans are holding back the 
reduction as bait for the 1928 campaign, a conclusion which 
the Democratic party spokesmen contend is substantiated 
because the last tax cut urged by President Coolidge and 
Secretary Mellon was on the strength of an estimated sur- 
plus of $300,000,000. 


Should the Democrats gain control of the Senate, the 
chances of another modification of rates at this session 
would be increased. A marked recession in business dur- 
ing the forepart of 1926 would give support to the cautious 
policy of the Administration, but, on the other hand, such 
a development might result in placing Treasury considera- 
tions in a secondary place, and give rise to effective use of 


the argument that further tax reduction would aid in busi- 
ness recovery. 


Taxpayers who have large bond holdings have an interest 
from both sides in the issue as to whether the bulk of 
Treasury surpluses should be applied to reduction of the 
national debt or to tax reduction. 


The large decrease in the outstanding amount of United 
States government securities has exerted a strong influence 
for higher prices in the bond market. Since 1919 the na- 
tional debt has been reduced $5,851,000,000 or more than 23 
per cent. This is said to be about 13 per cent of the total 
par value of bonds of all classes listed on the New York 
Stock Exchange. In addition to the retirement of govern- 
ment bonds, a strengthening factor, especially on that class 
of securities, has been the purchase by the government of its 
own obligations for various trust funds. These include the 
District of Columbia Teachers’ Retirement Fund, the Ad- 
justed Service Certificate Fund, the United States Life In- 
surance Fund, the Civil Service Retirement and Disability 


Fund, and the Foreign Service Retirement and Disability 
Fund. : 





Judicial Revenue of Treasury Regulations 
(Continued from page 376) 

By far the most vital question, from the point of view 
of judicial control, is a determination of the exact 
method or manner which the courts have adopted in 
passing on the effect of interpretative regulations. A 
thorough examination of the decisions reveals the appli- 
cation of what has heretofore been designated as “sub- 
stitute opinion review.” The practice of the courts 
has, almost uniformly, been that of fixing the taxpayers 
liability by a method which completely ignored the Com- 
missioner’s regulation. In reviewing the effect of inter- 
pretative regulations, the judicial bodies have been in- 
terested solely in the proper construction of the tax 
statute. The implication of the cases has been, there- 
fore, that the intent of Congress, and not the inter- 
pretation, is controlling.** The Circuit Court of Ap- 


peals for the Third Circuit has stated the rule as fol- 
lows : 


“In ascertaining the true construction of the law, and thus 
carrying out its purpose, this court must necessarily put 
itself in the position of Congress when it enacted the law, 
and from the circumstances and surroundings then exist- 
ing, and the general purpose then in view, seek to ascertain, 
from what was meant to be done, how best to construe and 
apply what was done.”82 


It seems wise at this point to examine an actual case 
and ascertain the practice in vogue. The Revenue Act 





31In the following cases the courts have looked into the 
intent of Congress: Von Baunback v. Sargent Land Co. 
(1917) 242 U. S. 503; Greenport.Basin Co. v. U. S. (1913) 260 
U. S. 512; Baltimore Talking Board Co. v. Miles (C. C. A. 
4th Cir. 1922) 280 Fed. 658; Monte v. Eisner (C. C. A. 2nd 
Cir. 1920) 266 Fed. 161; Henry v. Lederer (E. D. Pa. 1923) 
285 Fed. 659. 
82Carbon Steel Co. v. Lewellyn (1919) 258 Fed. 533. 
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OMPETITION and narrowing margins of profit today are com- 
pelling the successful executive, consciously or unconsciously, 
to guide his business by precedents and accepted practices. 

Realizing the need for the collection of these precedents in con- 
cise, convenient form, the Graduate School of Business Administra- 
tion of Harvard University is bringing together in the Harvard 
Business Reports, the significant precedents and practices embodied 
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country. In the first volume, recently announced, 149 cases are 
presented. 
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advanced was really the best under the circumstances or exactly 
what facts, what conditions, demanded a modified or even an en- 
tirely different solution. You will find the Reports are truly 
guides to more effective executive decisions, 
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of 1918, Section 900,** levied a five per cent tax on all 
sales of “candy.” The Commissioner in Regulations 
47, Article 22, ruled that “candy,” within the meaning 
of the act, included sweet chocolate. The defendant 


was assessed and paid, under protest, a tax on sweet: 


chocolate sold by him during the year. Having failed 
to secure a refund, the taxpayer availed himself of his 
opportunity for a judicial review of the Commissioner’s 
regulation and, before the court, contended that sweet 
chocolate was food and not “candy,” and was, there- 
fore, not taxable. The District Court adopted this view. 
On appeal, the Circuit Court of Appeals for the Third 
Circuit reversed the judgment of the lower court.™ 
Although the higher court agreed with the Commis- 
sioner’s construction, the court reached its conclusion 
independently of any reference to the Commissioner’s 
regulation. The court examined the statute as a whole, 
gathered the intent of Congress, and said: 

“Congress intended that various compounds of sugar and 
other ingredients, practically all of which are also food in- 
gredients, should, when compounded, sold, and consumed 
as candy, a luxury, be subjected to this tax.” 

In another part of the opinion, the court remarked : 
“We construe the statute as the Commissioner con- 
strued it.” What the court, in fact, did, was not to 
examine the regulation for the purpose of ascertaining 
its correctness, but, on the other hand, interpreted the 
statute from a judicial point of view, reached its own 
conclusion, and compared it with that of the Commis- 
sioner. Thus, the court did not directly approve the 
opinion of the administrative officer, but “substituted” 


3340 Stat. 1122. 


84Malley v. Walter Baker Co. (C. C. A. 1st Cir. 1922) 281 
Fed. 41. 
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its own opinion for the Commissioner’s.** It so hap- 
pened that the regulation and the decision were in ac- 
cord. Nevertheless, the taxpayer’s liability to pay arose 
from the decision of the court and not from the regula- 
tion. It would appear, therefore, that since the court 
is finally to decide the correct interpretation to be ap- 
plied to a substantive provision of a tax statute, it is 
erroneous to assume that interpretative regulations have 
the “force and effect of law.” The statute is the law, 
and it alone determines what is taxable.*® If the cases 
are carefully examined in which the courts, in their 
opinions, have referred to the administrative construc- 
tion as “controlling to the extent to which it is per- 
suasive,’*? entitled to “great weight,’** and “due 
deference,’’*® and having the “force and effect of law,’*° 
it will be seen that, in spite of the use of such phrases, 
the courts have, in each case, substituted their own 
opinions for that of the Commissioner. In more than 
one case, useless confusion has ensued because some 


35For a good example of substitute opinion review see 
Philip Henrici Co. v. Reinecke (N. D. Ill. 1924) 3 Fed. (2nd) 
3 


34. 

36In De Ganay v. Lederer (E. D. Pa. 1917) 239 Fed. 568 
the court, in speaking of an interpretative regulation, said: 
“Great weight and due deference is always given to depart- 
mental or other executive constructions of laws. The ac- 
ceptance of such construction is, however, always limited 
by the thought that the imposition of a tax is a legislative 
and not an executive act, and we are brought back again 
to the judicial construction of the statute.” 


ane! Co. v. Lederer (E. D. Pa. 1919) 263 Fed. 
593. 


om v. Mitchell (C. C. A. 1st Cir. 1925) 3 Fed. (2nd) 


39DeGanay v. Lederer (E. D. Pa. 1917) 239 Fed. 568. 
40Maryland Casualty Co. v. U. S. (1920) 251 U. S. 342; 

Cones Pe: Co. of N. Y. v. Duffy (C. C. A. 38rd Cir. 1923) 289 
ed. 354. . 
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41U. S. v. Field (1921) 255 U. S. 257. 


42See Miles v. Safe Deposit Co. (1923) 259 U. S. 247; La Phone: Main 5024—Suite 901-4 Munsey Bldg. 
Belle Iron Works v. U. S. (1921) 256 U. S. 377; U. S. v. 
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S there is a splendid array of lawyers whose 
training and education were received outside of 
the class room. 

Some of these men studied in lawyer’s offices, 
while others, like Abraham Lincoln, obtained 
their training in such manner as they could from 
whatever books they were able to obtain. 
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Prepared by Leading Authorities 


The Blackstone course is the product of 80 of the most 
eminent legal authorities in the United States. Included in 
the list of authors are Chief Justice William Howard Taft 
and Associate Justice George Sutherland of the United 
States Supreme Court, and the deans of eight of the leading 
resident law schools of the country. 

Other contributors to the course are from colleges and 
universities which are members of the American Associa- 
tion of Law Schools. 


Complete Law Library 


The basis of the course is a big, handsome 25-volume law 
library, Modern American Law, cited as “M. A. L.” This 
entire set complete is furnished to the student at the time 
of enrollment. 

This law library is to be found in the homes and offices 
of the leading lawyers and judges of the country. The ma- 
jority of state supreme courts and the United States Dis- 
trict Court have cited the work. This recognition has not 
been extended to any other non-resident law school. 


M. A. L. in Use at the Universities 


Certain of the treatises and collection of cases from Mod- 
ern American Law have been selected for class room use at 
such leading colleges and universities as Cornell Univer- 
sity, Boston University, University of Chicago, University 
of Illinois, University of Kansas, University of Florida, Al- 
bany Law School, Chicago Law School, Drake University, 
Marquette University, and many others. 





Other Attractive Features 


The study of the text and case books which make up this 

law library is directed by a series of lesson assignments 
mailed at regular intervals throughout the course. Prob- 
lems are provided giving the student a chance to work out 
the solutions and submit them to the Institute for correc- 
tion and grading. 
_ These problems have been prepared by former bar exam- 
iners and ire typical of the questions asked in bar exami- 
nations. In fact, in some states, the bar examiners have 
asked for permission to use these problems in their exam- 
inations. 

Unlimited consulting service is given by the Institute’s 
educational staff upon any matters arising from the study 
of the course. Instruction in the laws of your own state is 
also given upon request. 


Moderate Tuition 

The tuition fee for the course and service is very mod- 
erate and covers the cost of all material and service. There 
are no extra charges of any kind. Liberal deferred pay- 
ments are allowed. 

Bar Examination Guarantee 

The Institute’s records show that 95% of all its students 
who sit for the bar examination pass successfully at the 
first attempt. Those who do not win out are given addi- 
tional coaching without extra charge until they are success- 


ful. 
Write for Details 

The complete story of the Blackstone Legal Training 
Course and Service is given in an attractive 128-page book, 
The Law Trained-Man. A copy will be sent free upon 
request. 

An examination of this book will show immediately that 
Blackstone Institute, Inc., gives not only well-organized in- 
struction but interesting instruction as well. And the en- 
tire plan is laid out on such a systematic basis that an aver- 
age of thirty minutes a day will enable you to keep the 
study schedule up-to-date. 

Use the coupon below in asking for your copy of The Law 
Trained-Man, or if you prefer, send a post card uest. 
Remember, there is absolutely no obligation. Address Dept. 
348, Blackstone Institute, Inc., 4753 Grand Boulevard, 
Chicago, Ill. 


Blackstone Institute, Inc. 
Dept. 348, 4753 Grand Blvd., Chicago, II. 
Please send me by mail and without obliga- 

tion a copy of your 128-page book The Law 


Trained-Man and details of your law course 
and service. 


Name 


Business 
Address 
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Government’ Brief Filed in 
Answer to Florida Estate 
Tax Suit 


‘THE Department of Justice has filed 
4 a brief in the Supreme Court enu- 
merating three major reasons in its 
opinion why leave should not be 
granted the State of Florida to file a 
bill of complaint against the Govern- 
ment in contest of the constitutionality 
of the Federal estate tax. 

The reasons given in the Govern- 
ment’s brief are summarized by the 
Department of Justice as follows: 

1. The State seeks to enjoin the 
collection of taxes, but such a suit is 
forbidden by Section 3224 of the Re- 
vised Statutes which provides that “no 
suit for the purpose of restraining the 
assessment or collection of any tax 
shall be maintained in any court.” 


Direct Injury Denied 

2. The State does not suffer any 
direct injury through the taxation of 
its citizens, and therefore may not 
maintain this bill on that ground. 

3. The State is not entitled to bring 
this suit as “parens patriae.” 

The Department in its brief contends 
that there are no extraordinarily ex- 
ceptional circumstances which autho- 
rize the State to bring the suit to pre- 
vent the collection of the tax; also, that 
unless the State itself is injured, or 
unless it is entitled to sue in a repre- 
= capacity, it cannot sustain the 
bill. 

The contention of the State of Flor- 
ida is that the Secretary of the Treas- 
ury and the Commissioner of Internal 
Revenue should be restrained from col- 
lecting the estate taxes in Florida be- 
cause that state does not levy an in- 
heritance tax, and that the United 
States Revenue Law, under which the 
estate tax is proposed to be collected. 
constitutes an effort to “coerce the 
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State of Florida into imposing and 
levying an estate or inheritance tax; 
also, that the provision in the Act 
which allows credit on the Federal es- 
tate tax for State inheritance taxes, 
operates unequally where, as in Flor- 
ida, there is no State inheritance tax, 
and therefore is not uniform as re- 
quired by the Constitution of the 
United States.” 


Constitutionality of Illinois Levy 
on Foreign Insurance at Issue 

RGUMENTS over the constitu- 

tionality of a State law under which 
Cook County, IIl., seeks to collect 
more than $25,000,000 in back taxes 
from foreign fire and marine insurance 
companies were heard by the United 
States Supreme Court on October 18. 

More than a score of foreign risk 
companies with offices in Chicago who 
have disputed the legality of the tax 
and refused to pay it, in some instances 
since 1869 when the insurance act was 
passed, are involved indirectly in the 
test case brought to the United States 
Supreme Court from the Illinois State 
Supreme Court by the Hanover Insur- 
ance Company. 

The Act of 1869, under which the 
controversy arises, provides that in- 
surance company agents in each coun- 
ty shall return to the Tax Collector 
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annually the amount of their net re- 
ceipts, for assessment at the same rate 
of taxation as other personal property 
in the country. The Act has been in- 
terpreted to prevent foreign companies 
doing business in a county, without 
owning any real or tangible property 
within the State, from escaping all taxa- 
tion. 


Sale of Gasoline by State of South 
Dakota Unconstitutional 


UBLIC funds obtained from tax 

levies cannot legally be used by the 
State of South Dakota for the purpose 
of entering into the business of selling 
gasoline, the Supreme Court of South 
Dakota held in the case of White Eagle 
Oil & Refining Company v. Gunderson, 


Governor ct al. 


A South Dakota statute authorized 
the State Highway Commission to 
enter into the business of retailing gas- 
oline, oils and lubricants when directed 
to do so by the Governor, the Attorney 
General and the State Treasurer, or a 
majority of them, but that the author- 
ity granted should only be exercised 
when the officers mentioned found the 
retail prices exacted by the dealers to 
be unreasonable or excessive. The nec- 
essary money for the purpose was to 
be drawn from the state highway 
funds. 
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Judicial Review of Treasury Regulations 
(Continued from page 396) 


Often judicial review has been extended to cases, 
involving the interpretation of an internal revenue stat- 
ute, without any express reference being made by the 
courts to the regulation of the Treasury Department.** 
Inasmuch as interpretative regulations have been in- 
volved in the cases so decided, this sort of procedure 
on the part of the judiciary is additional proof of the 
fact that this type of ruling has no final effect on the 
courts. 

There is a line of cases which decide that the re- 
enactment by Congress, without change of a-statute 
which has previously received long continued executive 
construction, is an adoption by Congress of such con- 
struction.** An examination of the decisions cited 
in support of this proposition show that its applica- 
tion has been restricted for the greater part to cases 
involving custom duties. There are no reasons, 
however, why the rule is not equally applicable to 
internal revenue cases, as the courts, in giving final 
effect to interpretative regulations which have re- 
ceived legislative sanction, would be doing nothing 
more than carrying out the intent of Congress. In 
Edwards v. Wabash Ry. Co.*® the taxpayer contested 
the validity of a stamp tax on his shares of stock, 
levied under Section 800 of the War Revenue Act 
of 1917.4° That section was but a reenactment of a 
similar section in the Spanish War Revenue Act of 
1898,*7 and the Emergency War Revenue Act of 1914.** 
The interpretation put upon the Act of 1898, by the 
Commissioner, was extended to the 1914 and 1917 
Acts. The court said: 

“Congress by Feenacting the act without substantial 
change in the provision now under consideration, adopted 
the construction which the Treasury Department for fifteen 
years had placed upon it. We are under the obligation to 
give to the act the interpretation which Congress intended 
it should have.” ' 

Here, then, is a situation which constitutes an ex- 
ception to the general rule that the Commissioner’s 
interpretative regulations are the subject of full review. 
The application of the doctrine has been very narrow. 
It has been limited to those situations where the con- 
struction lent to an act by the administrative officers is 
“uniform,” “general,” or “long-continued.”*® It has 
also been intimated that the theory is to be applied only 
to those situations where there exists a doubt as to the 
correct interpretation of the statute.°° 


(Continued in the December Issue) 


48For cases where no regulations were involved or the 
courts have not brought the regulation into the case, but 
have substituted their opinions for those of the Commis- 
sioner see the following: Edwards v. Douglas (1925) 46 Sup. 
Ct. Rep. 85; Fidelity Trust Co. v. Lederer (C. C. A. 3rd Cir. 
1923) 289 Fed. 1009; Bankers & Planters Mut. Ins. Assn. v. 
Walker (C. C. A. 8th Cir. ae 279 Fed. 53; Baltimore Talk- 
ing Board Co. v. Miles (C. C. A. 4th Cir. 1922) 280 Fed. 658; 
Jeweler’s Safety Fund Soc. v. Lowe Pa Cc. A. 2nd Cir. 1921) 
274 Fed. 93; U. S. v. ederer (B.D (C. C. A. 2nd Cir. 1921) 278 
Fed. 363; Henry v. Lederer D. Pa. 1923) 285 Fed. 659; 
Laurentide Co. v. Durey (N. Y. 1916) 231 Fed. 223. 

44Dollar Savineg’s Bank v. vu “y (1907) 204 U. S. 143; Rob- 
ertson v. Downing (ase) 127 U. 8S. 607; yee y. Com- 
pania gee 209 ww. 337, National Lead > % U. S. (1920) 
252 U. Sy We. ee Ry ‘Baruch (1913) 223 U. 

45(C, = "end Cir. 1920) 264 Fed. 610. 

4640 Stat 300. 

4730 Stat. 458. 

4828 Stat. 753. 

49Trumbill Steel og v. Routzahn (N. . bmg 1923) 292 
Fed. 1009; Iselin v. Ss. are 46 Sup. Ct. 248. 
soe baltzell v. Miteheli (c.' ©. &. 280 Cie. 199 3 Fed. (2nd) 
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Exempt Corporations Under the Federal 
Income Tax Laws 
(Continued from page 382) 
In passing upon the ‘qualifications necessary for 
exemption reference must be made to the standards 
which have been established by rulings and court 
decisions. Some of these rulings covering the large 
majority of disputed questions are as follows: 
“Operating under the lodge system means carrying on 
its activities under a form of organization that comprises 
local branches by whatever name known, chartered by the 
parent organization and largely self governing. Organiza- 
tions are operating under the lodge system only when they 
have a parent and local organization which are active. Mere 


provision in the constitution and by-laws for such bodies is 
not enough.” 


“Prohibition organization is partisan and not exempt from 
tax.” 


“A hospital association organized to furnish medical and 
surgical care to employees of corporations, persons, or part- 
nerships with whom contracts are made and which does not 
treat any patients free is not a charitable institution.” 

The term charitable in Section 231 (6) of the 
Revenue Act of 1918 was used in a restricted sense 
and if an organization is properly classified within 
a paragraph of Section 231 other than (6) it will not 
be given a classification under that paragraph. 

Where the purpose of an organization is personal, 
private, or selfish, it is not in the legal sense educa- 
tional or charitable. In other words, it is only where 
the purpose accomplished is that of public useful- 
ness uninfluenced by personal, private, or selfish 
consideration that an organization can claim ex- 
emption on the grounds that it is organized and 
operated exclusively for educational and charitable 
purposes. 

An ordinary trust created by will, to be operated 
solely for charitable and educational purposes is not 
exempt from income taxation under the Revenue 
Acts of 1918, 1921, and 1924. Under the Revenue 
Act of 1924 but not under prior Acts such a trust 
may deduct income that is to be used exclusively 
for religious, charitable, scientific, literary, or edu- 
cational purposes. 

A corporation or association organized and op- 
erated for the purpose of administering a fund which 
is used for the benefit of those who make regular 
contributions thereto, or to their dependents, is not 
organized and operated exclusively for charitable 
purposes within the meaning of Section 231 (6) of 
the Revenue Acts of 1918 and 1921 and is accord- 
ingly not exempt from taxation. 

A travelers’ association providing for fixed death 
benefits to the beneficiaries of the members is held 
to be a mutual insurance association rather than a 
fraternal benefit society. Since the law provides no 
exemptions for mutual associations of this character 
they are liable for returns and must pay the tax, if 
any, shown to be due. 

The rulings quoted above should convey a fair 
idea of what is expected from an organization apply- 
ing for exemption under those parts of Section 231 
relating to organization of a charitable, religious, 
educational or similar nature. Taken in conjunction 
with the provisions of the acts themselves they indi- 
cate very plainly that legislation of this character 
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cannot be equitably administered and that some 
organizations are denied exemption under a literal - 
interpretation of the statutes when far less worthy 
organizations are exempted because they can qualify 
under some other part of the section. A most ex- 
cellent example of this is the type of organization 
known as “employees’ mutual benefit associations.” 
They are ruled out as charitable organizations be- 
cause they pay benefits only to their own members; 
they are not mutual insurance companies under the 
wording of the statutes ; they are not co-operative banks ; 
they are not fraternal organizations; but judged by 
the motives which prompted the enactment of our 
exemption statutes and in comparison with many 
other exempt organizations they are entitled to be 
relieved from the burden of Federal taxation. 


Summary 

We have endeavored to trace briefly the history 
of Federal income tax exemptions showing the 
classes of organizations affected and very briefly 
some of the problems of their enforcement. 

An unbiased review of these matters would seem 
to indicate the necessity for a revision of Section 
231 so as to remove the inequalities existing and to 
provide for an enforcement based on what is evi- 
dently the spirit of the law. In this connection 
it is only just to state that the Treasury Department 
has done its best to handle the situation in an equit- 


* able manner but that it has had to deal with statutes 


which in their very essence open the way to abuse 
and discrimination. 


A tax exemption program once embarked upon is 
difficult to curb and inevitably results in a situation 
where inequalities are,created and benefits obtained 
by other than those for whom they were originally 
intended. 


Important Changes Made in Treasury 
Regulations 
(Continued from page 379) 
question is whether the situation is corrected by the 
words used by Congress. The new regulations con- 
tain no provision explaining the Department’s atti- 
tude with respect to this point. 

At times in the trial of tax cases before the Board 
of Tax Appeals or before the Federal courts, it 
becomes necessary to introduce the return of the 
taxpayer. Hence, a new provision in the regulations 
that certified copies of returns will be furnished to 
the persons entitled thereto upon written request for 
same sent to the Commissioner at Washington, is a 
bit of information which may be helpful, in view 
of the provision in Section 882 of the revised 
statutes, by reason of which a certified copy of the 
return may be admitted in evidence before the 
Board of Tax Appeals or courts. Hence, where the 
taxpayer wishes to introduce the return in evidence, 
he should secure a certified copy of such return. 





Refund of Penalty or Interest.—The allowance by way 
of credit or refund of any interest or additions to the tax 
collected on income, war profits, or excess-profits tax must 
be made within the statutory limitations applicable to the 
tax itself—G. C. M. 687: V-42-2937. 





tr, 


November, 1926 THE NATIONAL INCOME TAX MAGAZINE 


THE COMMERCIAL LAW 
LEAGUE JOURNAL 


The Official Magazine of the Commercial 
Law League of America 


The subscription price of this timely and 
interesting monthly publication is only $3.00 
per year, which amount is included in the 


$6.50 per year membership dues to the Com- 
mercial Law League of America. 


USE THIS COUPON 


THE COMMERCIAL LAW LEAGUE OF AMERICA, 
137 S. LaSalle Street, 
CHICAGO, ILL. 


Please send me sample copy of the Commercial Law League Journal and particulars concerning 
the Commercial Law League of America. 





THE NATIONAL INCOME TAX MAGAZINE 


Business Books 


Financial Handbook—Edited by Robert H. Montgomery; Pp. 
1750. The Ronald Press Company, New York ($7.50). 
This volume affords a valuable source of information on a 

wide variety of subjects that relate to financial management. 
The material, which represents contributions from thirty- 
two individuals, appears to have been very carefully com- 
piled and the difficult task of condensing the data and 
principles of broad and involved subjects into a small frac- 
tion of the space ordinarily required has been accomplished 
with a noteworthy degree of success. For example the 
subject “Fundamentals of Business Economics” is limited 
to seventy pages (about 40,000 words), yet there is given, 
in addition to other pertinent information, a very excellent 
exposition of underlying principles governing production 
and distribution of wealth, wages, rent, price movements, 
the business cycle, business forecasting and the use and 
interpretation of statistical information. 
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The volume contains thirty-four sections. The subjects 
covered include “Fundamentals of Business Economics,” 
“Mathematics of Finance,” “Financial Statements and Re- 
ports,” “Budgets,” “Control of Current Operations,” “Busi- 
ness Law,” “Capital Structure and Policies,” “Fixed Capital 
Expenditures,” “Purchasing,” “Insurance Protection,” 
“Types of Business Organizations,” “Controlling Inventory 
Investment,” “Security Markets,” “‘Blue Sky’ Laws,” “Ex- 
port and Import Procedure,” “Foreign Exchange and Fi- 
nancing,” “Credits and Collections,” “Dealings with Em- 
barrassed Debtors,” “Real Estate Transactions,” ‘Traffic 
Management,” “Transportation Rates,” “Banks and Their 
Uses,” “Profit-Sharing Plans,’ “Accounts and Audits,” 
“Cost Determination,” “Federal Regulations of Business,” 
“Investing Surplus Funds,” “Business Statistics,’ ‘“Con- 
trolling Sales and Sales Expense,” “Fiduciary Relations,” 
“Federal Taxes,” “Purchase and Sales Terms,” “Abbrevia- 
tions of Business Terms.” 

Among the least valuable portions of the book is that on 
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Federal taxation. Not only is the subject too complex for 
practical presentation in condensed form, but the changes 
in laws and regulations make the material obsolete about 
as soon as it is in type, The chapter on Federal taxation, 
for example, is based upon the Act of 1924, now super- 
seded by the Act of 1926. 


Applied Budgeting, by Henry Bruere and Arthur Lazarus; 
Pp. 248. A. W. Shaw Company, Chicago. Price $7.50. 
In view of the present trend of economic developments, 

it would not be surprising if during the next few years 
competitive conditions should necessitate the conduct of 
business on shorter profit margins in many lines than dur- 
ing recent years. Therefore means of attaining greater 
eficiency in management and of minimizing mistakes in 
gauging markets are now of special interest. 


The book by Messrs. Bruere and Lazarus provides an in- 
teresting exposition of budgeting and the practical results 
which may be expected from this form of planning. The 
publication consists in the main of reports of how budgeting 
has been applied by leading firms of the country in various 
lines of business, the objectives which have been sought, 
and the results obtained. The firm names are not disguised. 


While the ultimate aim of the budget method, as ex- 
plained by the authors, is to improve the ratio between 
effort and expenditures on the one hand and profit or 
services on the other, the immediate purpose may be to 
solve an urgent special problem. 


Taxable Income.—Expenditures made for improvements 
by a lessee of mining property, where the lessee does not 
have the right of removal of the improvements, represent 
taxable income to the lessor. Such income should not be 
regarded as equivalent to the amount of the expenditures 
but should be computed in return in accordance with 
Article 48, Regulations 65.—G. C. M. 550: V-39-2920. 
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“United States Board of Tax Appeals” 
Now Being Revised Under 1926 Law 


A new text on Procedure and 
Practice before this most impor- 
tant tribunal is now being re- 
vised under the 1926 Law. The 
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records show that repeated de- 
cisions of this Board have dis- 
missed petitions of taxpayers, or 
have approved deficiencies of 





x tax found by the Commissioner, 

KizMille: & Baer because of the failure of appel- 
lants to comply with the require- 
ments of the Board. 
Frankly, and without fear of 
boasting, we think we can say 
that this new book will take a’ 
place similar to that of our an- 
nual GUIDE and the CONSOLI- ~ 
DATED LAWS as a splendid 
achievement in a field of broad 
interest. We think that this book 
is just about what a work of this 
kind ought to be as to style, 
method, scope and thoroughness. 
We will forward a copy subject 
to your examination and ap- 
proval. 


EXAMINATION OFFER 
Commerce Clearing House, 
231 South La Salle St., 

Chicago, Illinois. 

Please send me a copy of your new book, when published, entitled “Proced- 
ure and Practice Before the United States Board of Tax Appeals.” I will 
examine and use this book for thirty days. If, at the end of this time, I decide 
to keep the book, I will send you $10 in full payment. I may return the book 
within thirty days and be under no further obligation. 



























































































$10.00 Per Copy 


Use Coupon 


Finest Limp Leather Binding 
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TAX SERVICE CABINET 
SPECIAL CONSTRUCTION—LOW PRICE 


You can now have a permanent, handy cabinet for your Tax Services and books on kindred subjects. Segre- 
gated—at YOUR elbow—easily kept in apple-pie order, and best of all, made to fit your personal requirements. 

This especially constructed cabinet is the result of a survey made among tax practitioners. These users of 
Tax Services are enthusiastic in welcoming a case designed for utility, efficiency and comfort. 

Hand made by skilled cabinet makers, of sturdy construction, hand rubbed and mahogany finished. 

Thirty-six inches high, it contains two shelves at just the right slant, each twenty-eight and one-half inches 
long which will house twenty volumes of Commerce Clearing House Services. 

So certain are we that you wish to own this cabinet that we are manufacturing a large quantity and now 

offer you the privilege of ordering them on approval. 


Just fill out the coupon and mail or attach to your letterhead and we will see that your cabinet goes for- 
ward at once. ‘ 


$16.00 plus express charges. 
Cabinet Goes on Approvel 
Specialty Office Equipment Co. Mail Today 


26 Quincy Street 
CHICAGO, ILLINOIS 


Specialty Office Equipment Co., 11-26 
26 Quincy Street, 
Chicago, Illinois. 

Please express the Service Cabinet to: 





HOME CABINET—TOO 


This is also a wonderful convenient piece of furni- 
ture for the Home. We will give $1 discount 
on each cabinet where more than one is ordered. 














It is understood that I have the privilege of examination for 
five days by which time I will remit $16.00, or hold cabinet 
subject to your instructions. 
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service 
Plus Efficiency 


No matter where you are in the United 
States you will always be able to follow 
a case or statutory provision down to 
date in Shepard’s. 


This is a feature of the Shepard service 
that is unsurpassed by any other work. 


Every well equipped office of importance 
uses one or several of these citation units 
daily or at frequent intervals. 


But more than this—even more than its 
national scope and the manner in which 
it is kept up to date—is the unequalled 
merit of the service which it provides. 


No matter what the citation problem, 
Shepard’s never fails you. 


Shepard’s is indispensable in tens of thou- 
sands of offices, because anywhere, at any 
time, it affords the utmost in efficiency. 


Estab. The Frank Shepard Company Incorp. 
1873 1900 
Publishers of 


Shepard’s Citations 


76-88 Lafayette Street New York 
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Send for this Convention Booklet! 


In the heart of Cleveland’s business district, easily accessible from 
railroad, electric and steamship terminals, and nearest of all Cleveland 
hotels to the mammoth Cleveland Public Auditorium and Convention 
Hall, stands one of the country’s best known hotels—The Hollenden. 


At The Hollenden you can command 
every conceivable convenience and aid 
in planning and holding your next 
convention. Here, on one floor, eleven 
halls and parlors accommodate from 
twenty-five to one thousand persons are 
allotted without cost to gatherings mak- 
ing The Hollenden their headquarters. 
General sessions, individual conferences, 
banquets, balls, all can be staged with- 
out interfering with one another, and 
without so much as entering an elevator. 
Nationally famous accommodations — 


In Cleveland ~Its 


THE HOLLENDEN — “ee 


Theo. DeWitt, Manager 
Superior Avenue at East Sixth St. 


courteous, complete service — advice 

and aid supplied without extra cost by 

men who have planned and handled 

some of the nation’s largest gatherings 

—in a city noted for its wonderful cli- Pa 
mate and hospitality,—all combined to ,+ 
make this a logical headquarters _” 
for your next convention. a 


The complete story of The Hollenden od 
and its facilities is presented in the 
booklet illustrated above. M<ail 
your coupon today for your 
copy. 
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Equitable Life Assurance 
Society 


A New Book FREE “The Man Behind the Business” 


" Our readers expressed such cordial appre- 
c{n Institution is the ciation of our offer to give them help on 
enothened Shadow the tax questions and have used our 
of a Man" service so extensively, that we have 
decided to offer a still more important 

service for their use. 


Taxes, of course, are largely relative to 
the success of a partnership or business 
corporation and also largely of a person- 
ally conducted business or profession. 
The success of such a business enterprise 
is dependent upon the personality of the 
man or officers behind it. The appraisal 
of these personal values to business are a 
far more important matter than the man 
and method of taxation. 
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In order to help the reader get a deeper 
appreciation of the value of the personal 
element in business, we will mail upon 
request our booklet entitled “The Man 
Behind The Business.” Every word of 
which is money to you if you will read it 
with careful understanding and a wish to 
appropriate its experiences to increasing 
your own dividends or income. 
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The Equitable Life Assurance Society 


of United States 
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Address all requests to 


Room 739 Peoples Gas Bldg. CHICAGO, ILL. : 
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THE IMPROVED BR2GS MINUTE BOOK 


LOOSE LEAF 










































































Permits the Recording of Minutes in T'ypewritten Form 


Pages are removed from front of book, the minutes are typed on them and they 
are then inserted in the back of book to maintain proper chronological sequence. 
The time required for removal and reinsertion of a sheet has been reduced to 20 
seconds in the Improved De Luxe Minute Book. 


Typewritten minutes provide greater legibility than those written-by hand. They 


occupy far less space and require a minimum of the secretary’s time. 


Errors in 


recording can be corrected by rewriting on a new sheet. 


Metal Back and Hinges 
Durability is provided by the sturdy pressed 
steel back. It cannot warp. All metal is com- 
pletely covered with the binding material. 
Full length metal hinges prevent wear on bind- 
ing and permit a flat opening page. 
Can Be Permanently Locked 
When the book has been completely filled it 
can be permanently locked to effectively defy 
tampering. A threaded key is provided with 
ach book which is simply screwed into a hole in 
the cover. Insertion cf key requires no effort— 
its removal demands special tools. 


Two Sizes Available 


The most efficient method of recording minutes 
is to start each new entry at the top of a page. 
This plan requires the selection of a page size that 
matches the average length of the minutes to be 
recorded. Sizes 11x81 and 14x81 inches are avail- 
able—bound on the 11 and 14-inch sides. 


Four Styles of Binding 
1—F ull Russia with plain hubs. 2—Russia and 
pebble grain black cloth. 3—Red artificial leather 
and pebble grain black cloth. 4—Full black levant 
grain artificial leather. 


es Your Stationer Can Supply This Book ™ 


MANUFACTURED BY 


WILSON-JONES Co. 


NEW YORK 
316 Hudson Street 


GENERAL OFFICES AND Facrory SAN FRANCISCO 
3300 FRANKLIN BOULEVARD 


CHICAGO 


323 Market Street 





WOODSTOCK 
ELECTRITE 
if you 
had»to 
oKolem me 
yourself 


IF YOU HAD TO DO IT YOURSELF-—you'd be sure 
to have the best and most efficient typewriter that money 
could buy; a typewriter that would practically run itself— 
that would end fatigue and make short of a long day’s 
work. Yes, sir—if you had to do it yourself, you’d be sure 
tohaveaW oodstock Electrite, the modern typewriter powered 
by electricity. Booklet on request. 

Woodstock Typewriter Co., East St., Woodstock, Ill. 


Branches in Principal Cities— Agents all over the World 





